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NEW MARKETS FOR IDEAS* 


J. Hope 
President, American Institute of Accountants 


extended to me, as the president of 
the American Institute of Account- 
Sants, to address this thirty-sixth annual 
meeting of the American Accounting 
Association represents, I believe, more 
than a merely friendly gesture. It is sym- 
bolic of the healthy climate of opinion 
existing between our organizations. 
I fear there have been occasions in the 
past when the weather of feeling between 
some sections of our groups has been some- 
§ what chill, with the wind in the northwest 
quarter. At times even a few thunder- 
heads appeared to be developing into 
squall lines. However, these disturbances 
seem to have been satisfactorily confined 
and have affected only local weather con- 
m ditions. The climate, as a whole, continues 
to be good. This is as it should be. 
Certainly in the last decade and more 
there has been a rapdily growing recogni- 
tion of the interests and purposes which 
OUI Organizations have in common. Teach- 
ers of accounting have become more in- 
terested in Institute affairs, while practi- 
tioners have come to realize and appreciate 
the crucial importance of advanced in- 
struction in accounting. We have come to 
realize that those who practice accounting 
fand those who teach those who practice 
}*ccounting cannot afford to ignore one 
another. 


T= INVITATION which you have 


* Presented at the annual meeting of the American 
iazeanting Association at Minneapolis, September 5, 


In the furtherance of your part inthis 
program the members of the American 
Accounting Association have assumed the 
performance of an important, dual mis- 
sion. As teachers of accounting you have 
accepted the responsibility to train young 
men in the sound accounting theory and 
practice which will provide the foundation 
for whatever they may build during their 
careers. And as teachers you hawei the 
opportunity to influence young men at 
that time in life when they are forming the 
habits, attitudes, virtues and vices which 
are likely to remain with them throughout 
their lives. 

To accomplish this dual mission, it is 
essential that accounting teachers be alive 
not only to new techniques in education, 
but to the changing complexity of business 
and government, and to new developments 
in accounting theory and practice. Nor 
is it enough to be aware of such changes. 
A vital group of teachers not only recog- 
nizes change; it causes change. 

These necessities to progress require 
primarily the exchange of ideas, for ideas— 
bartered in the free, competitive forum— 
are the life-force of any art, including the 
arts of teaching and of accounting. In this 
respect the American Accounting Associa- 
tion has played a major role since its or- 
ganization in 1916. As the years have 
passed, there has been an ever-enlarging 
scope for this exhange of ideas. The an- 
nual meetings were supplemented by the 
reports of those meetings, and by 1926 
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the AccouNTING REVIEW was established 
as a quarterly publication in which new 
ideas are still being given their hearing. 
The “Tentative Statment of Accounting 
Principles Underlying Corporate Financial 
Statements,” first published by the Asso- 
ciation in 1936 and revised after careful 
study in 1941 and 1948, is noteworthy for 
its intrinsic merits and for the way in 
which it has continued to stimulate discus- 
sion, criticism and new ideas. The work of 
the Committee on Statement of Cost 
Accounting Principles and the excellent 
monographs published by the Association 
are only two more of the many worthwhile 
projects leading to that same objective— 
the exchange of ideas. 

If this exchange had been only among 
teachers of accounting, the existence of 
the Association would have been justified; 
for it would have led to better teaching, 
which would have led to better account- 
ants, which would have led to better 
service by our profession. 

But the exchange has not been restricted 
to teachers. Through the AccoUNTING 
REvieEw and other publications, through 
mutual participation in the Association 
and the Institute, and through cooperative 
efforts with the Institute, your members 
have extended their influence to include 
the entire accounting profession. 

These credits in your ledger of idea- 
promotion signify valuable assets. They 
indicate that the condition of your organi- 
zation is sound. One reason why it is 
sound is that you have maintained an 
expanding market for your ideas. It seems 
to me that good business practice would 
approve of continued expansion, and if I 
may express an opinion on your future, 
I think that one of the principal means for 
expanding the market for your ideas can 
be through continued and intensified co- 
operation with the American Institute. 

It might be worthwhile to recall a few 
of the past activities in which our groups 


have found cooperation to be fruitful. 

First of all might be mentioned the long- 
standing practice of inviting official rep- 
resentatives of the Association to attend 
the business meetings of the Council of 
the Institute, and the regular attendance 
of representatives of the Institute at the 
annual meetings of the Association— 
often, as I am today, taking part in the 
speaking program. 

Also, the Institute has appointed promi- 
nent teachers who are active in Association 
affairs to the Institute’s Board of Exam- 
iners, to its Advisory Committee on the 
Uniform CPA Examination, its Committee 
on Accounting Procedure, its Editorial 
Advisory Board and its Committee oni 
Selection of Personnel. To this list off 
committees might be added the joint} 
meetings of the committees on education 
of the Association and the Institute. 

Certainly those are basic and valuable 
activities, which should be continued. Two 
other, more specific cooperative endeavo 
of the past also might be recalled. 

About four years ago the Institute 
through its Board of Examiners, asked the 
Association to appoint a committee om 
the CPA examination. This committee was 
invited to review the work of the Board 
of Examiners and to offer comments 
and criticisms. The report of this com 
mittee was very helpful to the board and 
many of you may be familiar with its 
contents through the portion of it which 
was later published in the ACCOUNTING 
REVIEW. 

Only last year your committee on selec 
tion of personnel sent out a questionnaire 
dealing rather extensively with the In 
stitute’s testing program to most of the 
schools in the country which offer a majo 
program in accounting. The tabulated 
answers to this questionnaire were madé 
available to the Institute’s Committee o1 
Selection of Personnel. According to Boll 
Kane, our educational director, thes# 
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results have already led to one change in 
the method of reporting comparative 
scores of colleges, and they were very 
helpful to the committee in determining 
the value of the testing program. In many 
other ways the work of the Association’s 
committee on selection of personnel has 
been valuable to the Institute and to the 
profession. It is a good example of effective 
cooperation between our groups. 

These collaborations in the past—and 
the list could easily be lengthened—have 
worked to our mutual advantage as or- 
ganizations, and surely to the advantage 
of the profession as a whole. But although 
we, as accountants, spend much of our 
time reviewing and appraising past trans- 
actions, as members of the fastest growing 
profession in America, and as members of 
professional societies seeking to expand 
the market for the exchange of our ideas, 
we must explore new worlds if we ever 
hope to conquer them. 

One of the ideas in which the Associa- 
tion and the Institute have had a common 
interest in the past—and which offers 
some of the richest opportunities for the 
immediate future—is the consideration of 
the education and experience requirements 
for the CPA certificate. It is almost uni- 
versally recognized that some practical 
experience is necessary to qualify an ac- 
countant to give good professional service 
to clients of his own. And there has been 
also a realization of the need for higher 
academic training. In actual practice, as 
distinguished from legal requirements, a 
college degree in accounting is becoming 
almost a necessity. 

This general upward trend in educa- 
tional standards is a normal function of 
the growth of our profession in numbers 
and prestige; it has parallels in the history 
of other professions, and it should be recog- 
nized as a sign of healthy development. 
Because the force of this trend, however, 
varies from state to state, the uniformity 


of the educational backgrounds of CPAs 
has decreased. 

I do not mean to minimize the fact that 
the name “certified public accountant” 
now stands for the same background in 
the sense that every CPA has passed the 
same examination. Beginning in Novem- 
ber, as you know, all of the states, the 
District of Columbia and the American 
territories will be using the Uniform CPA 
Examination. When it is realized that it 
is only thirty-five years since the state 
boards of examiners in New Hampshire, 
Kansas and Oregon cooperated with the 
Institute’s Board of Examiners in conduct- 
ing the first examination of public accourt- 
ants on anything like a national scale, 
this represents a great stride towards 
making the title “CPA” denote the same 
basic qualifications. Many leaders in the 
profession have felt, however, that the 
interest of the public also calls for greater 
uniformity of education and experience 
requirements. 

Beginning this year our profession may 
be entering a new phase in this respect, 
and the story of how it came about is an 
interesting case study on getting an idea 
into production for the future market. 
Last fall, following a suggestion made by 
Mr. Donald P. Perry at the Institute’s 
annual meeting, the Executive Committee 
authorized me to invite a small group of 
persons interested in the future of profes- 
sional accounting to New York to discuss 
the value of joining in a consideration of 
the problem of making educational and 
experience requirements more uniform. 
The group included key members of the 
American Accounting Association, the 
Association of CPA Examiners, the Asso- 
ciation of Collegiate Schools of Business 
and the American Institute’s Board of 
Examiners. 

We decided that whatever degree of 
uniformity it might be possible to achieve 
in the near future, there is now a need for 
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a broad study to determine what standards 
might be desirable. Therefore we recom- 
mended the forming of an organization 
to be known as the Commission on Stand- 
ards of Education and Experience for 
CPAs, composed of a number of interested 
and notable accounting teachers, practi- 
tioners, examiners and educational ad- 
ministrators. While no organization will 
be officially represented on this commis- 
sion, it will try to reflect in its recom- 
mendations the points of view of all the 
groups concerned. 

Since our meeting, the Institute’s Coun- 
cil and the Executive Committee of the 
American Accounting Association have 
passed resolutions formally approving the 
merits of the undertaking. It now appears 
that this new commission will provide, 
then, one of the major areas in which our 
organizations can enlarge their common 
interest. 

The Institute also has other plans which 
I am sure would benefit by the participat- 
ing of the Association. Not so long ago, 
for instance, the chairmen of four Institute 
committees concerned with education and 
with the selection, training and placement 
of accounting personnel held an informal 
meeting to consider the inter-relationship 
of the problems faced by their committees. 
These chairmen recommended to the 
Institute’s Council that a more general 
committee on accounting personnel should 
be formed in order to supervise and in- 
tegrate all Institute activities concerned 
with the education, selection, training 
and placement of accountants. Particular 
aspects of the work, the chairmen felt, 
should be conducted by subcommittees 
with the aid of the Institute staff. 

At the meeting of the same four chair- 
men it was agreed also to recommend a 
program of current objectives for the new 
joint committee. Included in the recom- 
mended program are intensive efforts to 
encourage high school students who show 


aptitude for and interest in accounting to 
prepare for entrance into the accounting 
profession, to improve communications 
with college accounting students and with 
vocational advisers in high schools and 
colleges, to seek means by which account- 
ing graduates might obtain employment 
with public accounting firms in the various 
sections of the country, and to improve 
facilities for staff training. 

To achieve these objectives, the chair- 
men suggested that the following means 
might be considered; the development of 
accounting aptitude tests for high school 
students, a survey of personnel practices 
in accounting firms and of student atti- 
tudes toward public accounting as a 
career, the publication of material on§ 
accounting as a career for the information 
of vocational advisers and students, and 
closer cooperation between state societies 
of CPAs and accounting faculties at the 
universities. 

In all of these matters the mutual effort 
of the American Accounting Association 
would be helpful. Specifically, I think that 
you could heip in at least the following 
ways: 
First, The Association will, I hope, 
continue to appoint a committee on the 
Uniform CPA Examination to appraise® 
the extent to which this examination and 
the grading of it are accomplishing the 
desired ends. 

Then, The Institute would like to have 
the active support of the Association inf 
the improvement and promotion of the} 
selection of personnel testing program. | 
We feel that this program is useful to} 
students, teachers, practitioners and voca- | 
tional advisers. We would like to know 
how accounting teachers feel and what the 
Association will do to help extend its 
use and increase its value. 


students. What is the responsibility of 
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public accounting firms to students em- 
ployed for internship training? How can 
internship and study be most effectively 
combined? The Institute would appreciate 
the opinions of the Association on these 
and related matters so that they can be 
forwarded to practitioners. 

The Association and the Institute might 
also find it valuable to collaborate in the 
consideration of subjects in which the 
most worthwhile research might be done 
by graduate students. 

For some time, as you are aware, drafts 
of Institute accounting research bulletins 
have been referred to the Association for 
review before publication. Perhaps it 
would be appropriate if discussions of 
accounting principles by the Association 
were referred before publication for the 
review of the Institute’s Committees on 
Accounting and Auditing Procedure. 

Finally, the Institute would like the aid 
of the Association in developing some kind 
of placement service which would help 
accounting graduates find employment 
with public accounting firms in parts of 
the country where they would like to live. 


I have not meant to exhaust the possi- 
bilities of useful cooperation in making 
this short list; but it may provide a pro- 
gram for the immediate future, and it 
will explore for you one of the available 
areas for expanding the market for your 
ideas. The Association may think of other 
areas in which coopetative effort might 
be useful. I assure you that the Institute 
will accept your suggestions with good 
will and give them careful attention. 

At the beginning of this talk I referred 
to the climate of opinion between our 
groups and to the intermittent showers. 
Occasionally storms help clear the air, 
and some of us enjoy stormy weather be- 
cause it adds variety to life’s routine or 
suits a passing mood. But most of us do 
not choose to live in stormy climates. 
Now, as our profession—in spite of its 
youth and growth—is realizing its own 
mature stature, it is gratifying that a 
climatologist of opinion might describe 
the condition existing between our or- 
ganizations as “usually fair and mild, 
with ceiling and visibility unlimited.” 
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A REPLY 


A. C. LITTLETON 
Professor Emeritus, University of Illinois 


R. May’s ARTICLE in the October 
M issue of the ACCOUNTING REVIEW, 

entitled “Limitations on the Sig- 
nificance of Invested Cost,” is a welcome 
extension of a topic which I treated re- 
cently under a shorter version of the above 
title. In the growing literature of account- 
ing there is need of more of this kind of 
direct exchange of views. 

I appreciate the quotations from two 
books with which I have been identified. 
To some readers the excerpts may seem 
to constitute a negation, in my own words, 
of the position recently taken in the article 
to which Mr. May refers. Yet I am in- 
clined to let the arguments there pre- 
sented in favor of holding on to invested 
cost figures within the accounts and 
financial statements speak for themselves. 
Therefore, these remarks, while further 
illuminating my thinking, as I hope, will 
be directed for the most part at the ex- 
tracts. 

“Accounting is relative and progres- 
sive....’ If that paragraph were today 
rewritten it would still, I think, be per- 
suasive but in need of some expansion of 
the term “progressive.” Accounting should 
indeed be progressive; it clearly has shown 
that tendency in the marked development, 
strange to ancient usages, of its industrial 
and managerial aspects. 

A similarly far-reaching progressive 
development was slow to appear in audit- 
ing although that is the professional area 
Still less has accounting shown a full 
measure of progressive development of its 
interpretative aspects, i.e., in the collateral 
work of making the results of technical 
accounting processes understood by more 
and more people. Perhaps index number 
adjustments are intended to constitute 


an advance in the latter area. And few 
indeed will take exception to this or any 
other interpretative endeavor, provided 
the effort does not meanwhile emasculate 
the well-known and still very useful data 
that emerge from the normal accounting 
process. 

It could hardly be progress if its price 
were the submerging of accounting’s basic 
information (which I prefer to call “‘in- 
vested cost”) or of yielding anything on 
the objectivity issue. It is not likely to 
prove to be progress merely to develop 
the new and wider areas of data to bef 
brought within the framework of double 


entry, following ever farther the lead ini j 


this respect of fund accounting and stand- 
ard cost accounts. There must be limits 
to accounting adaptability as there are 
limitations in the significance of “‘invested§ 
cost.” A permanent cleavage between} 
balance sheet and income statement (be- 
tween objectivity determined real and 
nominal accounts) can not properly be 
called “progressive.” Yet this result seems 
in the making if the reporting of price 
level effects are not definitely restricted to 
supplementary analyses. 

Another quoted paragraph, dated 1933 
and dealing with the rise of cost account- 
ing, ends with the phrase “possibilities of 
double entry bookkeeping as an adininis- 
trative instrument.”’ Cost accounting 
when it was finally brought within the 
framework of double entry, was indeed 
made over into an effective and depend- 
able administrative instrument. But it 
did not achieve that status because its 
data were thereafter tabulated ‘‘in double.” 
Rather cost accounting gained in adminis- 
trative usefulness because it then became 
more dependably factual. And it was more 
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dependably factual because it was set into 
the midst of an integration between real 
and nominal accounts. As a consequence 
product costs, operating expenses, and 
net income in manufacturing accounting 
® were for the first time firmly tied into 
assets that were visible and cash that could 
be counted. In other words, cost data 
changed from being statistics as soon as 
cost calculations were systematically sub- 
jected to a running testing through cash 
and all of the familiar financial accounts. 
Index number adjusted figures recorded 
in ledger accounts and incorporated as 
items in the financial statements would 
gradually tend to reverse the process, 
making accounting data more statistical 
whereas costing became less statistical. 
An analogy here is faulty. Expanding 
ledger accounts by including cost account- 
= ing estimates to increase the administra- 
tive usefulness of the data does not support 
the proposition to change invested cost 
amortization into an index number ad- 
justed amount because this too might be 
considered an extension of accounting as 
an administrative instrument. Supple- 
mentary analyses of accounting data made 
by accountants would be an extension of 
accounting as an administrative instru- 
ment, for this would constitute a needed 
expansion of the interpretative aspect. 
The extract presented from “Introduc- 
tion to Corporate Accounting Standards” 
could, in a rewriting, be easily brought 
closer to my present views by certain 
additional emphasis. For example, ac- 
countants do not rest their opinions on a 
| money assumption any more than does 
all the rest of the population. Hence, a 
change in view regarding money of account 
by this small section of public opinion 
could not be expected materially to influ- 
ence the ideas of all the rest of us. There 
is a weakness in the phrase “actual cost” 
that needs repairing or avoiding, since the 
meaning of actual, real, true, etc. can never 


be pinned down into objectivity. “In- 
vested cost” is better in this respect since 
it can suggest a prior exchange entered 
into because of its intended effect upon 
later accomplishment. 

The last sentence in this extract is 
perhaps of more real significance than the 
other three. “Undoubtedly interpretative 
accounting faces a challenge at this point” 
(ie. where price movements are severe). 
If the challenge is met by action in the 
field of collateral interpretation rather than 
within ledger accounts for invested cost 
amortized and in financial statements 
as such, then accounting trained men 
may be able to make a contribution to 
public understanding of the dangers that 
monetary inflation holds for all of us. 

“Shall accountants leave the task of 
meeting the challenge to others?” Ac- 
countants as such can neither prevent 
others from acting in this matter nor 
substitute for people trained in statistical 
analysis who have non-accounting ob- 
jectives. If accountants will prepare them- 
selves in statistical methodology and then 
use these techniques outside the frame- 
work of double entry accounting, they 
may indeed take up the challenge them- 
selves. 

If they do so under these conditions, 
they may be able to render outstanding 
service because they will then be equipped 
to act intellectually in two analytical 
fields—accounting as such and statistics 
as applied to the interpretation of account- 
derived data. The alternatives to preparing 
for this service are: (1) incorporate in 
accounting the effects of statistical for- 
mulas furnished by others according to 
their conceptions of appropriateness to 
their own interests, or (2) leave the task 
of interpreting accounting data to others. 
Alternative (1), as I believe, would be 
highly inadvisable; alternative (2) is 
perhaps the easy way and may appeal to 
those who tend to construe “accountancy” 
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as primarily the service of professional 
auditing. Yet there may well be a justifi- 
able hesitance to decline to take some part 
in the processes used by those whose 
training and objectives point their work 
toward the study of nation-wide data as 
bases for national economic policy making. 
But to take some part does not seem to 
necessitate making over our peculiar 
techniques in order to do so. 

It will be clear from these ideas that I 
cannot support a later statement in Mr. 
May’s article to the effect that the ques- 
tion of illusionary profits “can be answered 
only by the application of accounting 
techniques.” The organized compiling 
of national income statistics is not, and 
cannot become, an application of account- 
ing techniques. And we surely will not 
aspire to make enterprise accounting into 
a purely statistical methodology. There are 
illusions, of course, in connection with 
calculated profits and with the very con- 
cept itself. But can accounting dispel 
them? One might as well argue that the 
wage earner could be made effectively 
aware of his real wages only by having 
index number adjustments reported to 
him on the back of his pay envelope. 
Probably his awareness is the really critical 
area that most needs attention at this 
time. 

Mr. May raises several questions about 
“historical tradition” and a possible re- 
luctance on the part of some people to 
break with tradition. Most people will 
be inclined to favor tradition for practices 
they like and to be critical of tradition in 
regard to practices they dislike. For ex- 
ample, the amortization and the replace- 
ment methods of accounting for fixed 
assets both appear in historical tradition, 
that is both ideas have been inherited from 
the past. If one is less persuasive now 
because of that fact, why is the other more 
persuasive from the same fact? 

A proposal for today of making over 


ledger account figures (such as invested 
cost amortized as depreciation expense} 
through application of index number 
should not be objected to on the ground 
that this would be a break with a tradi. 
tion of using invested cost figures in 
accounting records. The most valid objec 
tions rest on other grounds. Such adjust-§ 
ments of accounts produce a mixing of 
two very different techniques. This is 
surely unwise if it involves an uncritical 
acceptance of formulas prepared by non- 
accountants for non-accounting uses. But 
more important, the use of such adjust: 
ments for enterprise income calculations 
means the abandonment of the essence of 
accounting technology—the close integra- 
tion of real and nominal accounts and of 
financial and operating data. This is surely 
unwise for it invites the ultimate trans 
formation of accounts into unintegrated 
statistical categories. 

It is true as stated in the article, that 
“accounting practice has never forsaken 
value there or here.” That refers to a tradi- 
tion carried forward. Cost reported in the 
accounts is also a tradition carried forward. 
There will be an unending clash of the 
idea of value and the idea of cost. Yet the 
significant fact of history is not that one 
or both have historical roots. It is rather 
the fact that evolutionary development 
has brought refinements in the techniques 
of enterprise accrual accounting and that 
this has steadily rendered less necessary 
a resort to valuations in order to obtain a 
suitable knowledge base for business 
decisions. 

We can all agree with A. Lowes Dickin- 
scn (as of 1904) that while accountants 
look more and more to cost, they cannot 
ignore value. Yet we may well add, after 
some fifty years of time for further con- 
sideration, that value, being subjective 
and ever changing, can best be considered 
as information which from the nature of 
the case should be supplementary to a 
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clear, objective reporting of invested 
cost. These costs have been committed 
to the enterprise’s planned activities and 
need to be later knowable when the dollar 
results of the planned activities need to be 
compared with the dollars invested and 
risked in the planning. 

Accounting serves two very different 
and very important groups—management 
and investors—one of which represents the 
money market (capital); the other repre- 
sents the creative market (cost and rev- 
enue.) One group is basically concerned 
with making value judgments, with decid- 
ing to invest or disinvest, etc. The other 
is committed to making judgments to 
produce or not produce, to produce this 
or that, now or later. Until one group or 
the other gives up its natural concern for 
cost or value, as the case may be, account- 
ing must strive to serve both. It will take 
constant effort to do this satisfactorily 
while never deserting one for the other; 
and while never being persuaded that 
certifying financial statements for use in 


the money market is a superior service 
to that involved in preparing accounting 
data for use in the productive activities in 
individual business enterprises. This two- 
way problem of accounting will be very 
greatly complicated if it also becomes a 
responsibility of accounting to produce 
figures ready made for use in the statistics 
of national income designed to aid eco- 
nomic planning. 

The first half of Mr. May’s article 
brings my earlier writings into discussion 
and I have endeavored here to give some 
interpretation of the selections. The second 
half offers alternative arguments to those 
suggested in the recent paper on “The 
Simplification of Invested Cost.” I am 
inclined to pass to third parties the critical 
analysis of these two points of view. If 
there is significance in invested cost figures 
worth preserving, there very probably are 
limitations also. Thus an issue is joined. 
I feel sure Mr. May joins me in hoping 
that others will contribute their ideas. 
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QUASI-REORGANIZATION* 


HARRY BURLESON 
Wayne University 


of the dollar, the past few decades 

have seen the development of the 
“quasi-reorganization,’ which is also 
known as an accounting reorganization or 
a corporate readjustment. 

“A quasi-reorganization is a voluntary 
corporate readjustment, initiated by man- 
agement, and carried out with due formal- 
ity, including stockholder approval; in 
which the assets of a corporation are~re- 
stated as they properly would be in the 
accounts of a new corporation, if one were 
created to acquire the assets and assume 
the liabilities of the existing corporation.”” 

The depression and inflation periods 
have radically changed asset values both 
upward and downward to the point that 
the financial statements prepared from 
such data are misleading and insignificant. 
This violates a basic purpose of account- 
ing—that financial statements should re- 
flect the responsibility of management 
towards the assets intrusted to it, and to 
provide a basis for reporting on the man- 
ner in which management discharges that 
responsibility. The real picture must be 
presented to discharge this purpose, and to 
accomplish this, significant data must be 
used. 

Under these conditions the corporation 
needs a “fresh start”’ and needs to adjust 
accounts accordingly without going 
through a lengthy and costly legal re- 
organization. 

The scheme of quasi-reorganization 


\ A RESULT of the fluctuating value 


* Mr. Burleson’s paper “Quasi-reorganization” was 
awarded second prize in the American Accounting As- 
sociation’s 1952 Student Prize Essay Contest. 

1 Unpublished Subcommittee Draft, 11/27/45, Com- 
mittee of Accounting Procedure, American Institute of 


could be expanded to include any trans- 
action, not including a legal reorganiza- 
tion, which in effect greatly reduces or 
eliminates liabilities, obligations, book 
values or deficiences, especially if there is 
a substantial change in ownership.’ 

Stock dividends have been included 
under the former classification, but one 
danger must be recognized. Only real 
stock dividends can be so classified. A 
real stock dividend is one in which a pro- 
portionate part of earned surplus is capital- 
ized in relation to the maket value of the 
stock. If surplus is not capitalized, the 
transaction is merely a stock split-up or 
split-down.*‘ 

Up until now, adjustments have been 
made only for downward revisions, but 
the inflationary effects of the present are 
creating a lot of discussion as to the ac- 
ceptability of the write-up. They are gen- 
erally accepted in theory, but have never 
been tested in actual cases. Upward re- 
visions are supported only if the change 
in value is permanent, and most apprecia- 
tion cannot be thought of as permanent, 
regardless of the fact that market value is 
far in excess of historical cost. 


I 


The need for the quasi-reorganization 
came about during the depression. Times 
were poor. Corporations needed a means of 
obtaining a fresh start. Assets were over- 
valued on the historical cost basis, and 
fixed charges, such as depreciation, de- 
pletion or amortization, based on the 
cost basis, were unduly burdensome on 

® Contemporary Accounting (A Refresher Course for 


Public Accountants, American Institute of Account- 
es Principles,” Ch. 9, p. 9. 
4 Ibid. 
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Quasi-reorganization 


income. Corporations also needed a means| 
of writing off their heavy deficits. The 
quasi-reorganization provided the means. 
By obtaining approval of the stockholders, 
management could write off overvalued 
assets and deficits against the capital 
accounts. The stockholders are usually 
more interested in saving something than 
stand the chance of losing all, and reluc- 
tantly consent to the reorganization. 

The main difference between a write-up 
and a write-down is that a write-down is 
usually a necessary adjustment. A down- 
ward quasi-reorganization should take 
place only under circumstances that would 
call for a legal reorganization, while an 
upward quasi-reorganization would most 
likely occur only in cases of extreme in- 
flation. An adjustment must be per- 
manent, in theory, before it can be made. 
The point is, however, that an upward 
readjustment would be in order only in 
such instances as highly inflationary 
times. Recognizing appreciation is not 
generally acceptable accounting procedure, 
and consequently upward revisions do 
not seem practical. A quasi-reorganization 
assumes that the accounts are so adjusted 
that they will not have to be adjusted 
again except under most unusual circum- 
stances. 

The first accounting action taken in 
regard to quasi-reorganization was made 
in 1934 by the American Institute of 
Accountants. A proposition was drawn up 
recommending proper procedures for 
downward quasi-reorganizations. 

Previous to that time a legal reorganiza- 
tion was necessary in downward revisions, 
and upward revisions were made without 
realizing that in effect it was a quasi- 
reorganization, and without realizing the 
serious consequences which could be in- 
volved. 

There are two basic accounting prin- 

ciples involved in a quasi-reorganization. 
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Generally accepted accounting procedure 
recommends cost as the proper basis of 
evaluating assets, and capital surplus 
should not be used to relieve income of 
current or future years of charges which 
should be made thereagainst. 

In accord with the American Institute 
of Accountants, cost is the only acceptable ) 
basis of evaluating assets. Market value 
is allowable only where financial state- 
ments, prepared on the cost basis, are 
permanently misleading and prejudicial 
to the interests of the owners. The quasi- 
reorganization is built around this prin- 
ciple. Cyclical fluctuations in and of them- 
selves are not necessarily adequate rea- 
sons for a quasi-reorganization. 

Generally, capitial surplus is not to be 
charged with items that should be charged 
against income of either current or future 
years. An exception is made in the case of 
the quasi-reorganization. Upon approval 
of the stockholders, charges are allowed 
to be made against capital surplus on the 
assumption that they would be made 
thereagainst in the case of a legal reorgan- 
ization. 


Ii 


Recognizing the fact that a company 
must be in critical condition, the decision 
to have a quasi-reorganization rests with 
management. All the conditions may be 
present, but it is up to management to 
decide, subject to stockholder approval 
in most cases. 

Certain prerequisite conditions must 
be present before either an upward or 
downward quasi-reorganization can take 
place. Conditions will differ in each case, 
but general requirements can be set up? 


Downward revision: 


1. Assets must be overvalued. 
2. There must be evidence as to the perma- 
nence of the fall in value. 


” Herbert E. 


5 “Quasi-reorganizations in Reverse, 
Miller, Accountinc Review, April 1948, pp. 154-157. 
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3. It must be unlikely that future earnings 
could recoup losses within a short period of 
time. 

4. There must be operating losses, past and 
prospective. 


Upward revision: 


1. Assets must be undervalued. 

2. There must be evidence as to the perma- 
nence of the increase in value. 

3. There must be an absence of economic in- 
stability. 

4. It must be unlikely that future earnings, 
allowing for reasonable dividends, if rein- 
vested in the business, could more than 
maintain the corporation’s present financial 
position, which is jeopardized by meaning- 
less asset values. 


The decision to go through a quasi- 
reorganization is a serious one, and must 
be weighed carefully by management. 
The decision would be a tougher one in the 
case of an upward adjustment because it 
would not be a forced decision as in the 
case of the downward quasi-reorganiza- 
tion. It is usually a case of reorganize 
or fail in downward adjustments. 

The quasi-reorganization becomes diffi- 
cult in the individual case, but follows a 
relatively simple basic pattern. The pat- 
tern was recommended by the American 
Institute of Accountants in Accounting 
Research Bulletin No. 3. There are many 
variations of the pattern, but they amount 
to only a change in emphasis on different 
points. The pattern is presented in the 
following: 

1. Approval. To make such an adijust- 
ment, management must first present the 
stockholders with the complete facts, and 
then obtain their approval. In some states, 
however, the stockholders can be by- 
passed, but this will be discussed later. 

2. Complele readjustment. Tc make a 
complete adjustment, the accounts must 
be revalued so that there will be no arti- 
ficial debits or credits arising thereafter. 
They must be presented fairly and con- 
servatively to make the financial state- 
ments significant. If an asset cannot be 


accurately valued, it should be carried 
forward at a conservative estimate. Any 
adjustment made thereafter which reflects 
upon the value of the asset at the time oj 
reorganization should be charged to cap. 
ital surplus, and not to earned surplus 
because it is an adjustment of the re 
organization and not of subsequent earn. 
ings. 

Reserves for gains or losses which ar 
undeterminable in amount at the time of 
the reorganization, but are known to 
exist, may be set up to cover the maximum 
gain or loss. Any difference between the 
debit or credit and the reserve can be 
carried to capital surplus as a further ad- 
justment of the quasi-reorganization. 

3. Exhaustion of earned surplus. Earned 
surplus must bé completely wiped out as 
of the date of the reorganization. Earned 
surplus cannot exist in a new company, 
and that is the effect that a quasi-reorgan- 
ization is supposed to accomplish. All 
deficits in surplus accounts must be wiped 
out. Earned suplus is wiped out first, and 
the balance of the reorganization charges 
are made against capital surplus. 

Any subsequent earned surplus should 
be designated as accumulated from the 
effective date of the reorganization, which 
is set by management. The effective date 
should be as close to the formal approval 
of the stockholders as possible, and during 
the fiscal period of the reorganization. 

4. Disclosure. The facts of the quasi- 
reorganization should be clearly reported 
in the year’s financial reports, and for the 
years following for which it is deemed 
significant. 


5. Similarity. The accounting systemi 


should be substantially similar to that 
appropriate for a new business. The re- 
adjustment is supposed to give the cor- 
poration a fresh start as a new corpora 
tion. 

The actual procedure will be different 
in each case, but the readjustment should 
basically follow the preceding procedure 
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or pattern. T he details will fall in line with 
the pattern. 


IV 


Although quasi-reorganizations avoid 
legal proceedings, they are subject to 
federal and state regulations and laws. 
They are regulated by the SsMeC., the 
Bureau of Internal Revenue, and certain 
state statutes. All laws and regulations have 
dealt directly with the downward quasi- 
reorganization. The upward revision has 
not been tested in actual cases. 

S The S.E.C. has generally agreed with 
= the American Institute of Accountants in 
regard to accounting principles. They 
require the same sequence in making the 
charges against surplus, earned and then 
capital surplus. 
5 Inthe case of the Alabama Power “om- 
pany, the S.E.C. ruled that reserves could 
be set up for prospective declines in values, 
which were known to exist, but undeter- 
minable in amount at the time of the re- 
organization.® 

In certain states a company may go 
ahead with the quasi-reorganization with- 
out stockholder approval, providing the 
facts are fully presented in the effective 
year’s statements, and in as many years 
thereafter as deemed necessary and sig- 
nificant. Michigan has such a statute.’ 

The S.E.C. has ruled that all write- 
downs which are to occur must be made 


“@ at the time of the reorganization, or must 


be anticipated by the creation of reserves.® 
Reserves for prospective losses, however, 
should not be created out of capital sur- 
plus. They are conceived of as being a 
transaction of subsequent periods, and not 
of the reorganization. 

The S.E.C. hasn’t had any direct deal- 


®In the Matter of Alabama Power Com 10 
SE.C. 885. — 

" Michigan Corporation Laws, §43 as amended by 
Public Utility Holding Co. Act of 1935, Release No. 194. 
N a Public Utility Holding Co. Act, Release 
NO, 


ings with the upward quasi-reorganiza- 
tions, but it has expressed its approval to 
the theory of it, providing the change is 
of a reasonably permanent nature. In 
the Federal Waters case a write-up was 
allowed of items that had been written 
down too far. Some assets were written 
up, and the majority were written down, 
the net effect being a write-down.’ 

Income tax provisions are essentially 
the same for both the quasi-reorganization 
and a legal reorganization. The provisions 
for the quasi-reorganization are included 
in the general reorganization section of the 
tax law. In both cases the reorganization } 
is generally tax-free. The real effect tax- 
wise is a means of prolonging the gain or 
loss. The basis of the assets remains at 
original cost, and when the assets are sold, 
the gain or loss is figured on the difference 
between the original cost and the selling 
price. 

The quasi-reorganization would be in- 
cluded under either the recapitalization or 
change in form, place or identity pro- 
visions of reorganization tax procedure. 

A change in form, place or identity 
takes place when there is a continuation 
of interest in the business, and the owners 
are the same before and after the readjust- 
ment. 

Recapitalization takes place in any of 
the following instances: (1) the old bonds 
are discharged by a new issue; (2) pre- 
ferred stock is surrendered for common 
stock; (3) authorized preferred stock is 
issued for outstanding common stock; 
or (4) stock is issued in place of preferred 
stock which has preference to earnings 
and dividends.’® 


The quasi-reorganization has become 
fairly well known in terms of downward 


9 In the Matter of Federal Water Service Corpora- 
tion, 10 S.E.C. 200. 

10 Federal Tax Course, Prentice Hall, Ch. 23, pp. 
3302-4, 
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revisions, but it is still unexplored for up- 
ward revisions. 

The revision of assets is more or less a 
paper transaction. The stockholders either 
gain or lose book equity, but actual assets 
don’t change, it is only the method of 
reporting them that changes. It is the 
write-off of deficits that gives the corpora- 
tion its fresh start. The losses are charged 
off against the stockholder’s equity. 

Writing assets up is no more practical 
than recognizing appreciation. Financial 
statements could not be compared unless 
cost and market values were both pre- 
sented. With cost data there is a basis of 
comparison between years. The analyst 
can adjust for market values in his mind. 
With market values, the analyst can only 
see the picture at the present. He cannot 
analyze the increase or decrease in the 
quantity of fixed assets, only in their val- 
ues. 


Appreciation is not generally acceptably 
in accounting procedure, and it does no 
appear that historical cost is soon goin 
to be abandoned. The more practical solv. 
tion to the problem may be to recogniz 
both market values and cost in financid 
statements. 

The requirements for the upward quas: 
reorganization at present are that ay 
change in value be permanent. The fallacy 
in this reasoning is that human beings ar 
not gifted with the power of being abk 
to forecast the future. No person is qual: 
fied to judge the permanency of a chang 
in value. 

The downward quasi-reorganization i 
here to stay, in my opinion, but I dont 
think the upward quasi-reorganization is 
the best way for recognizing appreciation 
Preparing financial statements with both 
historical cost and market values would bk 
a much better solution. 
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ESSENTIAL ELEMENTS IN A PROGRAM 
OF INTERNAL AUDIT* 


E. L. KOHLER 
Consulting Accountant, Chicago 


system of internal audit there must 

be present those essentials of an 
underlying structure of management with- 
out which a good internal auditor is likely 
to suffer from continued frustration and 
the best internal auditor, if he can stay 
on the job and sweat it out, may find his 
work singularly ineffective. Experience in- 
dicates that the lack of some or all of these 
essentials is not infrequently encountered 
in governmental organizations, and, indeed 
I might add, about as frequently in private 
business. In their absence—and I mean 
to include in ‘‘absence’’ their existence only 
in wall-type functional charts—the inter- 
nal auditor may be left without a peg on 
which to hang his hat. Before venturing 
to discuss an internal-audit program it 
might be well to examine the nature of 
some of these organizational essentials. 
Their relation to the internal auditor can 
hardly be questioned since the character 
and scope of his program are so largely 
dependent on them. It must not be thought 
that what I mentioned here as the “es- 
sentials” of good management is an ex- 
haustive list; I want only to put before 
you items that are basic in securing an 
effective internal-audit program. 

The first of these organizational es- 
sentials is a full-scale recognition of the 
nature and interdependence of authority, 
responsibility, and accountability: ad- 
ministrative powers that may be called 
the three basic operational activators. Per- 
haps more organizational faults grow out 


T: INSTITUTE a workable plan for a 


_ * An address delivered at a meeting of the Federal 
Government Accountants Association, Washington, 
D. C., on January 10, 1952. 


of the imperfect comprehension and appli- 
cation of these powers than arise from any 
other single source. 

Second among the essentials is the fixing 
of centers of activity within the various 
parts of the organizational structure. In 
governmental organizations the operation- 
al problems of these centers more often 
than in private business concerns have 
been well defined and as a rule can be 
readily recognized. 

Third is the empowering of each center 
with the three operational activators in 
just the right degree: a quantity and qual- 
ity of authority designed to provide some 
freedom of action, the exercise of judg- 
ment, no matter how limited, and the de- 
velopment of enthusiasm and pride in 
work done; a charge of responsibility that 
will develop, exercise, perhaps even tax 
supervisory capacities, with substantial 
curtailment of the need of continuous 
scrutiny from above; and a scheme of 
reporting by virtue of which automatic 
and as far as possible informal accounta- 
bility is the order of the day. 

Fourth is an adminstrator of the organ- 
ization as a whole who earnestly endeavors 
to have his operational problems solved 
in the best possible way, who takes pains 
to insure that every effort has been made 
to secure and make the fullest use of com- 
petent supervisory skills, who knows how 
to delegate his administrative powers and 
does delegate them, and who looks to and 
depends on his internal auditor for re- 
ports on operational effectiveness. 

Fifth is a scheme of accounting that fits 
into and abets the administrator’s down- 
the-line delegation of what I have called 
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the three operational activators. Such a 
scheme embraces a dovetailing budget 
for every center of activity, no matter 
how small, the administration of each budg- 
et fraction by the activity supervisor, 
the institution of controls by the activity 
supervisor that will insure, without the aid 
of formal accounts, rigorous conformance 
to a carefully set program within estab- 
lished expenditure limitations by object 
or otherwise, and finally a system of 
prompt financial reporting that supplies 
the basis of over-all tests of operating 
economy. 

These are not all the elements one would 
like to see well and fully established in an 
organizational structure but they are im- 
portant points to which a prospective in- 
ternal auditor might well direct his atten- 
tion if he wishes to explore the setting of 
the job he faces. If any of these organiza- 
tional elements are especially weak, I 
suspect he will have a rough time of it. 
Indeed, he might conceivably be per- 
suaded to look elsewhere for the proper 
exercise of his capacities. On the other 
hand, I do not wish to imply that perfec- 
tion in these organizational features is to 
be made a condition precedent, for de- 
ficiencies in an organizational structure, 
private or public, are usually easily dis- 
covered and continue to exist despite man- 
ful attempts to remedy them. Further- 
more, an imaginative internal auditor may 
even relish the prospect of reporting on 
these weaknesses, thus spurring their cor- 
rection. It must be remembered that every 
organization sags at some point or bulges 
at the seams at another point; or if effi- 
cient at a given moment, is sadly deficient 
a moment later. Perfection is fleeting, and 
often altogether elusive. One’s attempt to 
institute an ideal pattern of operation, for 
example, often fails because no operator 
can be found; perhaps the human element 
was left out of the plan or is at the moment 
unavailable. In private business I have 


observed organizational consultants stand- 
ing aghast when confronted with defective 
management structures; for, not withstand. 
ing defects that would wreck any other 
enterprise within days, they find business 
going on briskly and profits accumulating 
unbelievably. Moreover, before a prag- 
matic management that declines to inter- 
vene on behalf of the ideal they find them- 
selves powerless—for, after all, profits 
being the accepted test, what or who can 
be wrong except those who indulge in 
flights of theory? 

Perhaps there is some advantage in 
governmental organizations, or in most 
of them, anyway, in not being able to 
apply the test of profitability. Of course, 
with that goes the weakness in some in- 
stances of there being no over-all test of 
effectiveness or of good functioning, these 


having not yet been devised. Here to me j 


is the great challenge facing the whole 
field of internal auditing. In almost any 
setting, the internal auditor has the op- 
portunity of analyzing structure, apprais- 
ing organizational functioning and general 
effectiveness, and making suggestions for 
reform and improvement that are not ordi- 
narily within the province, competence, 
or interest of any other top-staff member. 
In his hands, whether or not he is fully 
aware of it, has been entrusted the struc- 
tural health of the organization. No out- 
look could be more enticing, no opportu- 
nity more striking than that to which the 
internal auditor within the Federal govern- 
ment will find himself, once the plain in- 
tent of section 113 of the Budget and Ac- 
counting Procedures Act of 1950 is given 
the recognition it deserves. Not only will 
the Comptroller General have a valuable 
ally in the internal auditor, but also the 
administrator, the Congress, the tax- 
payer, and the public generally. 

I come now to a consideration of what 
should be regarded as the items of the 
program of internal audit for a govern- 
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mental organization. I am not numbered 
among those who believe the internal 
auditor should limit himself to examining 
vouchers, reconciling checking accounts, 
or testing the accuracy of additions and 
postings. First he should be free from 
participation in operational routine. He 
occupies a staff function. He should not be 
saddled with the audit of vouchers before 
their payment. He should not have to 
affix his signature to any document or ap- 
prove any action before a transaction can 
be consummated. No one who has an oper- 
ating job to perform should be permitted 
to lean on him, and he must not give ad- 
vance approvals of transaction propriety. 
Second his responsibilities should extend 
to the constant testing of the management 
structure—does it function as it should, 
are top policies being clearly enunciated 
and are they being translated into right 
decisions, are relations with other organ- 
izations on a healthy basis, do opportuni- 
ties for dishonesty exist, may not better 
management be effected here and there or 
all along the line? The questions are legion. 
Some have expressed the notion that the 
internal auditor and his staff may even 
be regarded as a little Hoover Commission. 
However it is unnecessary to go that far, 
for they are still a part of the organization 
they serve. 

Perhaps something should be said at 
this point about the location of the internal 
auditor in the organization. My own 
preference is that in private business he 
report to the controller whose interest and 
concern with over-all structural problems 
is thereby enhanced and reinforced. I 
believe the same argument applies to a 
governmental organization in which the 
function of controller has been adequately 
recognized and formalized. There are many 
reasons why a controller, as I envision 
him, should be second to none in having 
the broadest outlook among top-staff mem- 
bers. But if the controller does not report 


to the head of the organization the in- 
ternal auditor’s duties could conceivably 
become perfunctory. Whatever the inter- 
nal auditor’s position, however, he should 
never be removed more than one step from 
the organization head. If the Comptroller 
General in each case takes steps to insure 
the necessary independence of the internal 
auditor in the government’s departments 
and agencies, I would not be too much 
concerned with the location assigned him 
in an organizational chart, unless his posi- 
tion imposes an improper limit on his 
compensation. Moreover, as time goes on 
and the internal auditor becomes a mem- 
ber of the Institute of Internal Auditors, 
an organization I hope the Comptroller 
General will regard indulgently, the in- 
ternal auditor will acquire truly profession- 
al obligations to maintain the standards 
of performance and conduct which that 
organization is now in the process of de- 
veloping. 

Here are six items which as a minimum 
I should like to see on the program of the 
internal auditor of a governmental agency: 


1. Adhere to high standards 


I have in mind here mostly external 
standards although in some instances the 
internal auditor will find such standards 
imperfectly formulated, inadequate, or not 
applicable to his particular needs, and he 
will have to develop his own; where this 
occurs, I suggest that he pass them on to 
the Comptroller General for review and 
criticism and also for use elsewhere if their 
merit warrants. 

At the outset I suppose it goes without 
saying that a number of internal auditors 
and their staff members will neither be 
certified public accountants nor allied with 
professional accounting societies. I hope, 
however, that all such persons will take 
it upon themselves to acquire professional 
status as quickly as possible, recognizing 
that their relations with the executives of 
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their own agencies, with the Comptroller 
General, and with outsiders generally will 
be on an improved basis by their so doing. 
I hope, too, that staff members will be 
encouraged to seek professional training 
and advancement, that the Comptroller 
General will endeavor to provide facili- 
ties and encourage others to provide facili- 
ties for such training and that he will inter- 
cede if need be with agency heads to per- 
mit the internal audit staff to be so posi- 
tioned as to make attendance on such a 
training program possible and to provide 
advancement or other reward for its suc- 
cessful completion. It will be desirable for 
all hands to lend their help in providing 
cases and other subject matter for mutual 
study and review, recognizing that their 
individual status is to a considerable de- 
gree dependent on the status accorded the 
new professional group as a whole. Mem- 
bership and program participation in 
national accounting societies (e.g., the 
AIA, AAA, NACA, ITA) should be en- 
couraged, perhaps subsidized, at least by 
providing transportation to meetings in 
which the staff member directly partici- 
pates. A constant exchange of ideas with 
those having primary contact with business 
concerns should also be encouraged. 


2. Know your agency and work for its 
organizational operational improvement 


Perhaps this is a gratuitous injunction, 
for shouldn’t every employee have a like 
aim? The difference is, and this difference 
is a critical one: the internal auditor has 
as an essential part of his job the detection 
of organizational weaknesses. This, as I 
have said -before, is not a function that 
attaches only to the accounts, to vouchers, 
and to expenditures and the limitations 
thereon. It extends to an awareness—and 
a testing—of the effectiveness of the organ- 
ization as a whole. In operating under this 
broad scope, however, there need be no 
conflict with management or personnel 


groups. Too frequently the authority of 
these groups is confined to the creation of 
structural patterns and job descriptions 
that they must design to fit into an oper- 
ation over the establishment of which 
they have no jurisdiction. The internal 


auditor has no such limiting powers: sec- 


tion 113 has clothed him with a large 
discretion of critical application. Further- 
more, he has the advantage of hindsight 
in the application of his critical abilities. 

One area of confusion that must not be 
minimized will be the internal auditor’s 
entry on the scene in some well-established, 
long-autonomous unit tucked away some- 
where in an obscure corner of the organ- 
ization. No one has intruded for decades 
on its operations; it has gone serenely on 
its way, oblivious perhaps to progress and 
to its own proper niche in the order of 
things, and in all likelihood unaware of 
the powers entrusted by the Congress to 
the activities of the internal auditor. It 
is such a unit that the internal auditor 
must certainly examine with the greatest 
care; he must compare critically top agen- 
cy policy with the work being done by the 
agency’s smallest and least intrusive or- 
ganizational unit and discover, as_ best 
he can, its present meaning. Is the work 
it does necessary; what would happen if 
its activities were eliminated or less ex- 
pensively continued elsewhere; is the 
agency head fully aware of what is being 
done and at what cost? Nontechnical de- 
scriptions of existing functions will be a 
severe test of his competence; but they 
may contribute importantly to the health 
of the organization he serves. At no point 
is it more apparent that the internal 
auditor’s job must be conceived as one 
that is nonroutine and creatively critical. 

Often a continuing operation is simply 
a historical accident—something inherited 
from the time its necessity was first con- 
ceived; over the years it has continued 
uninterrupted and the fanciful justifica- 
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tions each year repeated in the agency’s 
budget may have escaped an adequate 
analysis and appraisal. The internal audi- 
tor has the obligation to approach such an 
operation objectively; whether he too will 
be persuaded of its propriety simply be- 
cause the organizational unit, like himself, 
belongs to the same larger group will 
often be a severe test of his stamina, his 
professional courage, and the backing and 
stimulation supplied him by the Comp- 
troller General, and, I trust, by this or- 
ganization as well. 

It is never enough of course to take a 
horizontal approach to operational re- 
views—that is, to develop merely the 
historical background of component or- 
ganizational units. There is a constant 
challenge underlying the internal auditor’s 
outlook on the whole organization or any 
part of it from one day to the next; he must 
also develop what may be called a vertical 
approach. What are the administrator’s 
current organizational problems and the 
policies he is now striving to put into ac 
tion? Bear in mind that the job of the 
internal auditor is not to formulate policy 
but to review it—to discover whether 
policy is being translated into decisions 
or perhaps in some cases whether policy 
can be so translated. In a word the internal 
auditor must be thoroughly acquainted 
with current top policy and its execution, 
and be helpfully critical of both. 


3. Develop gradually orderly procedures and 


an effective internal-audit-reporting tech- 


nique 


I hope that every internal auditor, upon 
his appointment, will not clamor for staff 
assistants, thereby setting an example he 
will most certainly deplore in others at a 
later date. Until the need for additional 
help is clearly apparent to persons beside 
f himself he ought to go it alone. He need 
not fear adopting an experimental ap- 
proach. No one has done this kind of a 


job before and there might be numerous 
ways of working out the situations he 
will encounter. If the internal-audit func- 
tion has been assigned to the controller 
or chief accounting officer, the same com- 
ment applies. If I were the controller I 
would make some attempt to visualize 
the problem I would face as an internal 
auditor before even looking for a man to 
fill the job. Even though familiar with the 
organization, it might take some time for 
me to develop a picture of what an in- 
ternal auditor might best do, and perhaps 
the most pressing problems that demand 
his first attention. My attitude in this 
respect would be dependent on such factors 
as the program suggested by the Comp- 
troller General, a careful review with 
outside auditors, assuming a so-called site 
audit has been made, the attitude of the 
agency head, and current criticisms of the 
agency’s activities arising from sources 
outside the government. 

I imagine that undisputed areas of the 
internal auditor’s functions will include 
the following: 

(a) Periodic reviews of expenditure con- 
trols. I hope nobody interprets this as 
having anything more than an indirect 
relation with the accounts, regardless of 
the nature of the accounts. I refer to the 
decisions of department heads and others 
to commit the organization to the pay- 
ment of an obligation. The examination 
here must be at the source—at the point 
where the decision is made. I know of 
government accountants who take the 
position that expenditures come as a mat- 
ter of course. I know of others who regard 
some accounting method they follow as a 
certain check on expenditures. Dispelling 
these two fallacies is no easy problem and 
the internal auditor should stand firm in 
his disbelief. Rather he should seek out the 
sources of authority from which even the 
smallest expenditure originates. He will 
almost certainly be surprised, especially 


of | 
. of 

er- 

ich 
nal 

rge 

er- 
ght 
ies. 

be 

ed, 

ne- 
an- 
des § 

on§ 
ind 

of 

of 
to 

It 

tor § 

est 

en- 

the § 

or- #8 

est 
ork § 
n if 
ex: 

the 

de- 

e all 
hy 

nal 
one 
cal. 
ply 
ited 

on- 
ued 
1ca- 


22 The Accounting Review 


where operations have approached or have 
already reached a routine stage. 

(b) What I have just laid before you 
was intended to apply to the whole range 
of expenditures whether or not conforming 
to last year’s in character and amount. 
There are also the increases—and possibly 
in these days not so many decreases—in 
this year’s expenditures as compared with 
last year’s. Salary increases, staff increases, 
larger travel costs may deserve an analysis 
going beyond the suggestion of higher 
price levels. 

(c) A division head may point out to 
the internal auditor a particular spot in 
the budget document which he describes 
as having been reviewed and approved 
by a functional or appropriating Con- 
gressional committee. He is certain that 
his operation was fully endorsed by the 
Congress, that he is in fact operating under 
a mandate from the Congress directing him 
to proceed without stint in the execution 
of his program. Don’t feel obligated to 
believe him; it is your professional duty 
to assume rather that the allowance in 
the budget somehow slipped by, that some 
one member of Congress rather than Con- 
gress as a whole was momentarily benign, 
or nodding, or just indulgent, that per- 
haps the allowance was in doubt but that 
the Congressional committee felt safe in 
leaving the final justification to the judg- 
ment of the internal auditor! It is infinitely 
safer to regard an appropriation act as 
tentatively permissive rather than in any 
sense adjuratory. 

(d) Purchasing activities need continu- 
ous exploration by the internal auditor. 
I know of no other field in which his exami- 
nation can promise more in the way of 
results. There is a current belief, fortified, 
I am afriad, by legislation, that certain 
items of supply must be bought at retail, 
or at something more than wholesale. 
Whether items are purchased through cen- 
tral administrative services or acquired 


on an emergency basis even in small 
amounts, prices should be questioned. The 
fact that collusive bids are the order of the 
day should not stop the inquiries of the 
internal auditor. He should independently 
secure price information, having regard 
for quantities actually purchased and 
quantities that might well have been pur 
chased in view of the rate of consumption, 

One of the worst of the current banali- 
ties in official Washington is that the 
details of prices paid by a Government 
agency for its materials and supplies— 
paper clips, buildings, and battleships— 
are confidential. The duty of a Federal 
purchasing officer to uphold the sanctity 
of the American system of free enterprise 
has absurdly been cited as a defense by 
those who have something to conceal§ 
whenever an airing of methods and prices 
has been proposed. It may be that oc 
casionally a supplier, to protect himself 
from others of his kind with whom he has 
long been used to sharing the business oi 
Federal supply, has asked confidential 
treatment for a lower price—and there 
may be other ostensibly good causes— 
but this does not mean that price infor- 
mation of any sort should be withheld 
from the internal auditor. Here as else- 
where allegedly confidential data should 
be subject to an even more rigid examina: 
tion than would normally be customary, 
for it is the duty of the internal auditor 
to report forthrightly and at frequent 
intervals on the added costs arising out of 
voluntary or legally backed uneconomic 
buying practices. The purchasing policies 
of every agency of the Federal government 
need frequent overhauls. Their compre 
hensive review as an essential feature oi 
internal auditing has been long overdue. 

(e) Another field from the exploration a 
which important savings may be expected 
lies in continuous studies of alternative 
costs—costs that would be incurred if 4 
different mode of operation were followed, 


if se 
rath 

sub 
ploy 
(f 
will 
expe 
for | 
now 
gove 

nu 

Di 
exte 
I 

ing 
of i 
who 
dres 

ges 

of 

mo 
a re 

assc 
and 
cer 
aud 
tha 
COV 
vin 

mo: 
tha 
it i 
| wri 
inte 
the 
| stri 
era 
not 
em 
pre 
unt 
fro 


Program of Internal Audit 


if services were put on a contract basis 
rather than being directly incurred, or if 
substitute or cheaper materials were em- 
ployed. 

(f) Cooperation with external auditors 
will result in much saving of time and 
expense. A program, agreed to in advance, 
for internal investigation and reporting is 
now being followed, I believe, by various 
government organizations subject to an- 
nual audits by the Corporate Audits 
Division, and the practice should be widely 
extended. 

In all these cases the problem of report- 
ing is of the greatest importance. I know 
of internal auditors in private business 
who pride themselves on issuing reports 
dressed in both language and cover sug- 
gesting favorable comparison with reports 
of public accountants. Nothing could be 
more discouraging than to pick up such 
a report and find it couched in the old 
familiar cramped and cautious phrases 
associated with the auditing profession, 
and prefaced with the standard audit 
certificate. I suggest that any internal 
auditor in a frame of mind for issuing 
that sort of report should venture to dis- 
cover more effective ways of giving con- 
vincing evidence of his professional han- 
dling and disposal of an inquiry. 

Reporting should be couched in the 
most general and nontechnical language 
that the subject matter will permit; and 
it is always better to convert findings into 
writing and thus make them a matter of 
record. I think, too, that most experienced 
internal auditors will agree that the fewer 
the reports that are confidential or re- 
stricted the better. It is sometimes pref- 
erable to review reports with the princi- 
pals of a group under examination; it is 
not unusual to discover in that manner 
embarrassing errors of both fact and inter- 
pretation. This organization might well 
undertake to collect sample reports and 
from them draw up a few suggestions for 
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internal auditors. I hope, however, that 
suggestions in this direction do not appear 
as mandates. |The internal auditor should 
be free to report in whatever manner the 
circumstances of the case and his findings 
warrant. 

As to whom the: reports should be ad- 
dressed, I venture no single answer. The 
internal auditor should in the long run 
determine the addressee; eventually he 
should in some measure be guided by the 
advice of the agency head, but at the out- 
set the agency head might be the recipient 
of all of the reports, pending his becoming 
acquainted with the proposed internal- 
audit scope and suggesting extensions of 
the internal auditor’s duties. At any time 
the internal auditor should have the pow- 
er to present the agency head with what- 
ever reports might be of direct interest and 
concern to him. 


4. Make your organization budget-conscious 


Budget administration in some agencies 
is limited to keeping expenditures under 
the limits set for them rather than within 
the often lesser requirements for doing a 
good job. My own preference is to put 
the budget under the controller. However, 
in allocating responsibilities, it should be 
borne in mind that the best administration 
of the budget proceeds from the operating 
level rather than from imaginary controls 
set up in the accounts or at higher levels 
in the hierarchies of management. The 
further “down the line” budgetary responsi- 
bility can be placed, the more satisfactory 
the endproduct will be. As I have indi- 
cated, persons responsible for exercising 
budgetary controls ought to be those who 
operate expenditure controls. 

Although somewhat surprising to the 
outsider, it is a fact familiar to those en- 
gaged in the administrative process that 
informal budgetary controls imposed on 
individuals are invariably superior to the 
more elaborate methods with which most 
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of us are familiar. The internal auditor 
can do much to aid in the process of edu- 
cating activity heads to the use and ap- 
plication of informal methods of control 
and he can watch and report at points he 
finds to be weak in the institution of these 
controls. 


5. Assist in developing your agency’s meth- 
ods of reporting 


The average agency’s report to the pub- 
lic is a dry-as-dust document. It is ver- 
bose, tinged with what is or is very much 
like propaganda, and having been months 
in preparation is out-of-date by the time 
it is printed. It isn’t read by the general 
public. It goes unopened into the files of 
members of Congress. It is filled with 
tables, graphs, even striking photographs 
and pictographs. It is impressively dull. 
What the public needs is a factual report, 
a few pages sufficing for the largest agency. 
For those few who have occasion to exam- 


ine details, duplicated subordinate materi- 
als can be made available. 

Looking at the agency as a whole, the 
internal auditor can contribute ideas of 
what ought to be reported and how. I hope 
he is called upon to aid in this task. Re- 
porting reform has been long overdue. 


6. Don’t be only a watchdog 


Finally, I believe another task could 
very well be imposed on the internal 
auditor. I should like somehow to make 
him the conscience and moral leader of the 
agency he serves, an expounder within the 
agency of the high sense of duty that must 
needs attach to public office and to public 
institutions, a fulltime promoter of the 
notion that he on whom devolves even the 
smallest degree of authority, responsibility, 
and accountability holds a position of 
public trust and that what he is doing 
must serve some honorable, needful public § 


purpose. 
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THE FUNCTION OF THE COST 
ACCOUNTANT IN COST CONTROL 


PAUL CROSSMAN 
Associate Professor, University of Omaha 


HE MANY CosTs of operating a manu- 
Licensing enterprise, or of any busi- 

ness, have a tendency to increase 
faster than income unless a positive cost 
control program is functioning effectively. 
An effective cost control program is usual- 
ly built around the cost accountant’s re- 
ports and summaries of operating data, 
and management’s corrective action taken 
as a result of studying these reports and 
summaries. Thus, in a broad sense, cost 
control is the responsibility both of the 
cost accountant and of management. The 
former is responsible for the recording and 
reporting phase of cost control, the latter 
for the taking of corrective action. 

The need for cost control had its origin 
in the Industrial Revolution and in the 
subsequent development of large-scale 
enterprise. Prior to this time businesses 
were small and operating problems rela- 
tively simple; accordingly, financial ac- 
counting records provided most of the 
necessary information because manage- 
ment was in close contact with daily oper- 
ations and did not have to rely upon ac- 
counting records for data regarding factory 
and other operation costs. But as individ- 
ual companies grew in size, top manage- 
ment became farther and farther removed 
from personal contact with all operating 
activities; consequently authority had to 
be delegated more and more to other 
members of the organization. This, to- 
gether with other factors such as increasing 
complexity of operations and growing com- 
petition, made it necessary for top-man- 
agement to have accurate and reliable cost 
data for use as a guide in solving daily 
problems and to provide information show- 


ing how well each executive was meeting 
his assigned responsibility. 

Later on, management was faced with 
more problems; some internal and some 
external in nature. For example, selling 
prices tended to become inflexible, labor 
became organized and demanded higher 
wages and other benefits, taxes increased, 
and governments imposed new regulations 
upon business. As a result of these factors 
and others, management commenced to 
realize that costs must be controlled and 
reduced if continuous profits were to be 
earned. Furthermore, executives began to 
think of factory operations in terms of 
efficiency and lower costs. To accomplish 
the desired results in this connection, 
management began asking for cost and 
statistical records of curreni performance 
to compare with planned performance as 
a means of watching and controlling costs. 

The purpose of cost control, in a broad 
sense, is to confine costs and expenses with- 
in that comprehensive amount which re- 
sults from deducting a fair profit from net 
sales. The following statement, however, 
is perhaps more closely related to the 
subject matter of this article:. 

Cost control has as its purpose the leading of 
management into a searching examination of its 
working plans, methods, organization, physical 
facilities, and manpower, in order that defects 


and weaknesses may be discovered and cor- 
rected. 


In addition to the above, cost control 
is important for these two significant 
reasons: 


1 J. Hugh Jackson, “‘Cost Accounting in the Educa- 
tion of Management,” N.A.C.A. Bulletin, August 15, 
1946, p. 1187. 
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1. Costs must be controlled in any 
business in ‘which prices are competi- 
tively established, if profits are to be 
realized year after year. 

. Continuous cost control activities 
are necessary if our standard of living 
is to be protected and maintained at 
its present high level. 


Schlatter made these reasons clear by 
stating: 

It [managerial control of costs] can be an im- 
portant factor in raising or in maintaining stand- 
ards of living. It emphasizes the desirability of 
earning profits by avoiding wastes and by in- 
creasing efficiency. It is concerned with keeping 
costs down below the sales price at which people 
can buy the product and afford to use it. It em- 
phasizes the formula that sales price minus reason- 
able profit equals the cost at which the product must 
be manufactured and /istributed. It is based on the 
belief that profit is a differential and is not some- 
thing to be added onto cost.? 


Other factors which indicate the signifi- 
cance of cost control are (1) it is necessary 
for the protection of stockholders’ invest- 
ments and (2) it is essential to the assur- 
ance of future work for employees. 

In view of the increasing importance of 
a cost control program, the responsibili- 
ties of the cost accountant and of manage- 
ment in connection therewith should be 
examined more closely. 

The general responsibilities of the cost 
accountant in the function of cost control 
are (1) to plan and supervise the work in 
his department to the end that reliable 
and accurate cost data will be available 
for preparing reports, and (2) to prepare 
and submit reports, properly analyzed 
anc interpreted, at such times and of such 
types as will make them of the greatest 
value to management for use as bases for 
controlling costs. The final responsibility 
rests with members of the managemeat 
group who are line executives and who are 


* Charles F. Schlatter, Cost Accounting, New York: 
John Wiley & Sons, Inc., 1947, p. 230. 
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responsible for directing the work of others, 
When reports are received, management 
should study them and make such investi. 
gations as may be necessary of deviations 
from planned performance. The responsi- 
ble executives should then take whatever 
action is necessary to remove or correct] 
the cause of reported deviations. 

During the past century or so, the re 
sponsibility of the cost accountant has 
been extended gradually from that of a 
bookkeeper, who recorded cost data pri- 
marily for use in establishing selling prices 
or for pricing inventory, to that of an 
accountant who devotes much of his time 
to providing data which management may 
use as an aid in controlling costs or asa 
guide in planning for the future. The cost 
accountant, in meeting this new responsi- 
bility, has developed his position to one of 
great usefulness to management. This is 
tersely summarized in the following state- 
ment: 

Thus it is seen that the trend of cost accounting 
over the years has been toward broadening its 
usefulness. It began as a bookkeeping technique 
used principally for building up the inventory 
and cost of sales figures needed for financial 
statements. As such it was almost entirely histori- 
cal in character... 

With the development of standard costs, cost 


accounting became a valuable tool which man- 


agement could use to control direct costs . . . The 
improved reliability of costs based upon a set of 
good physical standards together with the for- 
ward-looking character of standard costs has also 
greatly extended the usefulness of cost accounting 
as a source of data that management can use to 
advantage for planning and pricing.® 


The cost accountant, as head of the 


cost department, is accountable for such 
tasks as: 


1. Planning the work in his department 
and securing necessary information 
from other departments in order that 
his part of the cost control program 


3 “A Re-examination of Standard Costs,” N.A.C.A. 
Bulletin, February 1, 1948, p. 701. 
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may be carried out most effectively. between the first recording of 
a. In his own department, the cost ac- an activity and the final entry 


countant should periodically review 
the methods and procedures being 
used to determine whether or not 
cost-reducing changes might be 
made. He is directly responsible for 
controlling the cost of operating his 
department; therefore, he should be 
certain that the work therein is per- 
formed as efficiently as possible. 

. At regular intervals, he should re- 

view the flow of incoming reports 

from other departments and their 
subsequent entry in the cost records. 

This for the purpose of: 

(1) Verifying the accuracy of data 
furnished to his department and 
the correctness of his records 
after these items have been 
recorded. The importance of ac- 
curacy in their daily work should 
be impressed frequently upon 
those who provide and record the 
information which will be used 
in control reports. In connection 
with information provided by 
other departments, the cost ac- 
countant should apply his gener- 
al knowledge of the company’s 
operations to satisfy himself 
that such data are dependable. 
Reviewing the work in his de- 
partment to be certain * a‘ auto- 
matic internal che * . con- 
trol are provide .2 ough the 
proper division of work among 
the employees. Furthermore, if 
an internal audit program is 
being followed, a regular exami- 
nation of the recording and re- 
porting procedures in those de- 
partments which furnish data 
to the cost department will pro- 
vide added assurance of their 
accuracy. 

(3) Reducing the total elapsed time 


in the cost records, in order that 
control reports may be issued 
more promptly or to provide 
assurance that they will con- 
tinue to be issued on time. 

c. He should, at various times, study 
the content of control reports to 
determine whether or not more at- 
tention should be given to items 
which formerly were of minor im- 
portance. Materiality is just as im- 
portant in cost control as it is in 
financial accounting or in auditing. 

. The entire cost control program 
should be reviewed from time to 
time to determine whether or not 
revisions are necessary. A progres- 
sive business is not static; therefore, 
the cost control program should be 
revised to conform to any policy, 
procedure, or organizational changes 
which may affect it. 

. The cost accountant is responsible 
at all times for improving his under- 
standing of factory operations and 
of management’s problems in order 
that his aids to cost control may be- 
come more useful. 

2. Directing the recording and summariz- 
ing of factory cost and production data 
which are reported to his department. 
This includes: 

a. Insisting upon reliability and ac- 
curacy in the work of his depart- 
ment as well as in the records sup- 
plied by other departments. 

. Classifying, for reporting purposes, 
all expenditures or operating data 
on the basis of personal responsi- 
bility. Costs are controlled by vari- 
ous executives; therefore transac- 
tions should be recorded and sum- 
marized in accounts which are classi- 
fied according to the responsibility 
of each executive. This point is 
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emphasized by the following state- 
ment: 

Cost control differs from costing for 
profit determination in that cost control is 
concerned with the charge at the point of 
origin, while cost determination is con- 
cerned with its disposition. Effective con- 
trol of costs requires their classification in 
terms of the individuals responsible for 
their incurrence.* 


>. Segregating expenses into fixed and 
variable groups in control reports. 

. Requiring that cost and operating 
data must be reported promptly to 
his department where it must be 
recorded and summarized expedi- 
tiously in order that reports may be 
submitted on time. 

3. The preparing and analyzing of reports 
which are submitted to management. 
Reports bridge the gap between (1) 
cost and operating data and (2) man- 
agerial action in the function of cost 
control. The cost accountant is respon- 
sible for planning and supervising the 
reporting function in his department 
in order that the following objectives 
may be attained: 

a. Reports must be dependable. 

b. They must be issued at a time when 
they will be most useful in discover- 
ing and correcting inefficiencies and 
unnecessary expenditures. 

. Actual cost or performance must be 
shown in comparison with planned 
(or standard) cost or performance. 
All differences should be clearly 
indicated. 

. Each report should be planned with 
needs of the reader in mind. 

. Variations should be carefully ana- 
lyzed and their causes, if determi- 
nable from the underlying data, 
should be clearly set forth in the 
report. 


4 “The Uses and Classifications of Costs,’? N.A.C.A. 


Bulletin, Research Series No. 7, May 15, 1946, p. 948. 


f. Inasmuch as control reports are th 
only tangible evidence of the cog 
accountant’s work which som 
executives see, it is important tha 
he should assiduously apply himsej 
to improving the form, content, 2 
use-value of his reports. 

4. Assisting in the preparation of cog 
standards and of departmental budgets 
Inasmuch as there are many variation 
in practice with reference to thes 
items, the responsibility of the cos 
accountant cannot be definitely stated 
However, the cost accountant shoul 
always be prepared to render all possibk 
assistance to the engineering, produc 
tion, purchasing or other departments 
which may require specific cost data 
for use in developing cost standards o 
budgets. 

. Making special investigations and r 
porting the results thereof to manage 
ment, and for rendering other service 
which may be of service to manage 
ment. 


In connection with the cost accountant} 
responsibility for making special invest 
gations and reports, management ofte 
faces problems which require careful 
analysis before a decision can be reached, 
but because of the nature of such prob 
lems no pertinent data may be available 
The cost accountant should assist manage 
ment in solving such problems by pr 
paring special reports showing the er 
pected costs which are specifically tr 
lated to each situation. In so doing, th 
cost accountant should call upon all de 
partments that may be able to assist him 

Also, the alert cost accountant shoul 
discover, through a study of informatio 
available to him, situations which requir 
careful investigation and analysis for th 
purpose of controlling and reducing costs 
He need not necessarily wait for a request 
from management before investigating 
such situations; in fact, he should cor 
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stantly be on the lookout for such situa- 
tions and their solution. 

In some cases, a special study may not 
be requested because management is un- 
aware of the presence of the problem, or, 
even though the problem is recognized, 
management may not understand how 
cost data may be used in solving it. Jack- 
son indicates this by stating: 

And in the field of cost accounting, the tech- 
niques of control have developed even more 
rapidly; in fact, much more rapidly than the 
average business executive has advanced in his 
comprehension of them. This means, unfortu- 
nately, that in many instances... there is no 
general appreciation or understanding of their 
possibilities by the top management and conse- 
quently their value has never been fully exploited. 
...1 suspect that this condition can be partly 
or largely laid at the door of the accountant him- 
self, because he has been so busy doing his job 
well that he has not had time to keep the execu- 
tives of his company fully apprised regarding 
the uses to which his figures might be put.® 


Accordingly, the cost accountant should 
study the duties and responsibilities of the 
executives with whom he works in order 
that he may have a broader understanding 
of the services which he may render to 
management. He should remember that 
different costs (not one type for all pur- 
poses) are required to aid management in 
solving the various problems which arise 
from time to time. He should also be cog- 
nizant of management’s understandable 
lack of knowledge of the potentialities 
of his services. Therefore, the cost ac- 
count should not only increase his under- 
standing of management’s problems, but 
should also assist these executives in 
reaching a fuller understanding of how his 
services may be used to greater advantage 
in controlling costs and planning for the 
future. 

The necessity of an understanding, by 


,_ 'J. Hugh Jackson, “Cost Accounting in the Educa- 
tion of Management,” N.A.C.A. Bulletin, August 15, 
1946, p. 1183. 
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the cost accountant as well as by manage- 
ment, of the need for and the use of pre- 
determined as well as actual costs is indi- 
cated by this statement: 

Both predetermined costs and actual or his- 
torical costs have their place in modern industrial 
management. To take action or make an impor- 
tant decision without an estimate or predetermi- 
nation of the costs involved is to gamble or to 
speculate rather than to manage. Equally evi- 
dent of lack of management is failure to determine 
the costs after the fact and to compare them with 
the advance estimates or standards. 

Perhaps too much attention to cost ‘systems’ 
and too little attention to cost uses has led to a 
lack of appreciation of the complementary roles 
which predetermined or standard costs on the 
one hand and actual or historical costs on the 
other hand can and should play in the manage- 
ment of industrial companies.® 


THE FUNCTION OF MANAGEMENT IN 
COST CONTROL 


The ultimate effectiveness of cost con- 
trol depends upon executive action. The 
nature of such action will vary according 
to the circumstances relating to each 
situation, and according to the judgment, 
skill, and resourcefulness of the person 
who is responsible for taking remedial 
action. 

Major executives usually ask depart- 
mental executives for a report of the cause 
of unsatisfactory performance and of the 
steps taken to correct it. The departmen- 
tal executive may, in turn, request a re- 
port from the minor executive who may be 
directly responsible for the situation. Or 
the departmental executive may want to 
obtain first-hand knowledge of the diffi- 
culty, in which case he may ask the fore- 
man or supervisor to go over the problem 
with him at the place where the work is 


* “A Reexamination of Standard Costs,” p. 695. 

“Actual cost is used here to mean the cost which is 
accumulated during the process of production by the 
usual historical costing methods as opposed to the cost 
which has been determined in advance of the production 
process. The term ‘actual’ is not intended to convey 
any — as to the accuracy with which costs are 
measured.” 
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performed. The minor executive, because 
he is in direct contact with factory activi- 
ties, is the one who studies and corrects 
minor causes of deviations from standard. 
Major problems of cost or performance 
may require engineering studies, or review 
by others, before they are solved. 

Inasmuch as corrective action may, at 
times, require making changes in methods 
or procedures, management should follow 
up, after the cause of the deviation has 
been investigated and instructions given 
for correcting it, to determine that the 
situation has been corrected and that the 
results are satisfactory. 

At all times, executives should indicate 
their interest in the cost-control program 
by actively participating in it. The work 
of the cost accountant will be of no avail 
in the cost control function without the 
active support of management. 


CONCLUSION 
The following summary of a good cost 
control program is presented in “Trends 
in Cost Control Practice”; it involves: 


1. The classification of costs in terms of: 
a. Nature of expenditure 
b. Responsibility 
c. Variability 
. The predetermination of costs in the 
form of planned or standard costs 
and budgets. 
. The accumulation of actual costs. 
. The comparison of actual costs with 


the cost or budget standards in order - 


to determine what variations had oc- 
curred and the causes of these varia- 
tions. 

. The prompt reporting of variances 
to those individuals having authority 
to incur costs as well as to the next 
level of management. 

. Managerial action to eliminate un- 
favorable variances when actual costs 
differ from standard costs or budg- 
ets.” 

The cost accountant has exact responsi- 
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bilities with respect to the first five ele. 
ments of the above summary. He must § 
fully meet them in order that he may 
render valuable assistance to management 
in its function of controlling costs. 

But he should also consider two other 
areas of responsibility: 


1. Means of increasing the effectiveness 
of the work in his department and of 
the assistance which he renders to 
management in controlling costs. The 
effectiveness of the work in the cost 
department may be increased by im- 
proving the technical proficiency of 
the recording and reporting phases of 
cost control. The effectiveness of the 
cost accountant’s assistance to man- 
agement may be increased by his 
spending more time in explaining the 
nature and uses of cost accounting 
and cost control to all levels of 
management. 

. Means of improving his qualities of 
leadership to the end that he may 
work harmoniously with all execu- 
tives and motivate them to extend 
their area of service in cost control. 


The importance of working harmonious- 
ly with people and of motivating each one 
to feel that he is responsible for controlling 
costs within his own field of activity is 
stressed by Nickerson in this manner. 


Cost control involves action on the part of 
people responsible for expenditures. Forms, tables 
of figures, charts, and reports are aids to control 
but do not constitute control in themselves. 
Control is, therefore, a human problem and not a 
paper problem. ... There is no satisfaction in 
supplying adequate and timely information if it 
is not used. Cost control should be a cooperative 
venture involving all who have speriding authority 
in a company and not a matter to be placed in the 
hands of a single individua!, department, or com- 
mittee.® 


7N.A.C.A. Bulletin, Research Series No. 9, March 
15, 1947, p. 918. 

8 Clarence B. Nickerson, “Cost Control—A Review 
of Techniques,” N.A.C.A. Bulletin, July 15, 1948, p. 
1408. 


| 
= 

The 
the co 

the de 

perfo 
ful plas 
ing anc 
in orde 


Cost Accountant in Cost Control $1 


The function of the cost accountant in use as tools in controlling costs; it is ex- 
the control of business costs begins with tended by his cooperating with manage- 
the development of predetermined cost and ment and subordinates to enlarge their 
performance standards and with the skill- understanding of the purpose and useful- 
ful planning and supervision of the record- _ ness of all elements of cost control; it will 
ing and reporting segments of cost control not end so long as the ability of the cost 
in order that reliable, accurate, and useful accountant to develop his professional 
data may be presented to management for status remains unbounded. 
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SMOOTHING PERIODIC INCOME 


SAMUEL R. HEPWORTH 
Lecturer, University of California, Berkeley 


est of those concerned with the finan- 

cial data of business enterprises cen- 
tered on the periodic display of assets and 
liabilities (balance sheet). Evidence of this 
situation may be readily obtained by an 
examination of what published financial 
reports existed during the first decade of 
the twentieth century. Typically the only 
financial statement presented in these re- 
ports was a balance sheet, with any infor- 
mation relating to the results of the opera- 
tions of the business being presented prin- 
cipally as a means of explaining changes in 
financial position. Over the course of the 
last half century there is little question 
that a pronounced shift in the interest of 
the users of published corporate reports has 
occurred. Thus, at the present time the 
principal attention of investors, financial 
analysts, employees, and the general pub- 
lic is focused on the statement setting 
forth the periodic net income or earnings 
of the business, with the balance sheet 
being viewed “.. . as the connecting link 
between successive income statements and 
as the vehicle for the distribution of 
charges and credits between them.” 

This emphasis on the significance of the 
amount of periodic net income has resulted 
in a considerable amount of attention on 
the part of professional societies and regu- 
latory bodies being directed toward the 
establishment of principles and procedures 
aimed at achieving a high degree of ob- 
jectivity in the determination of periodic 
net income for the individual enterprise, 


Pre: YEARS AGO the principal inter- 


1 Accounting Research Bulletin Number 1, General 
Introduction and Rules Formeriy Adopted, Committee on 
Accounting Procedure, The American Institute of Ac- 
countants, September, 1939. 


with the resulting increased meaningful. 
ness of the comparison of the operatin 
results of two or more enterprises. The 
need for objectivity in the periodic income 


determination process has been empha ff 


sized by the not infrequently expressed 
lack of confidence in reported net income 
data on the part of the general public. 
Unquestionably great progress has been 
made toward a more objective determina. 
tion of net income. On the other hand, 
there seems little question that consider. 
able latitude exists within the confines o 
“generally accepted accounting princ- 


ples” in the determination of periodic % 
earnings. It will be the purpose of this i 


article to survey some of the accounting 
techniques which may be applied to affect 
the assignment of net income to successive 
accounting periods. As the title indicates, 
emphasis will be placed on the possibil- 
ties for smoothing or leveling the amp: 


tude of periodic net income fluctuations 


CONCEPTS OF NET INCOME 


In view of our experiences of the last 
two decades, probably the most funds: 
mental point to be made in this connet- 
tion is the distinction between monetary 
and real income. Current accounting prat- 
tice is almost exclusively concerned with 
the measurement of the difference between 
dollar costs consumed or expired and do- 


lar proceeds realized in connection ther 


with. This may be described as a purely 
monetary conception of income. If, @ 
the other hand, we consider income # 
represent an increase in command ovt! 
goods or services, an entirely different ® 
sult may emerge. The latter position it 
volves recognition of the changing valtt 
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Smoothing Periodic Income 


or purchasing power of the dollar. Con- 
sideration of income in the real sense em- 
braces numerous problems typically identi- 
fied with common-dollar or stabilized ac- 
counting, which the limitations of space 
do not permit considering in this article. 
Hence, in the pages which follow, income 
will be considered from a strictly monetary 
point of view, although little thought is 
necessary to visualize the shortcomings 
of such a position. 

We may consider the term income to be 
indicative of the “normal earning power” 
of a business enterprise. This is the usual 
connotation of the term “operating in- 
come” or “operating profit,” as employed 
by accountants, and is generally measured 
by the difference between gross revenue 
from the major activity of the enterprise 
and applicable costs of a regular or recur- 
ring nature, but exclusive of “abnormal” 
or non-recurring items. From this point of 
view, it is apparent that considerable 
“juggling” of income may be accomplished 
by management decision as to the nor- 
mality or abnormality of an item of reve- 
nue or expense, and the resulting statement 
classification. More detailed attention will 
be given to this area in a later section of 
this article. 


MOTIVATION FOR INCOME SMOOTHING 


From a practical point of view, there is 
little doubt but what the most compelling 
motivation for income smoothing is the 
existence of tax levies, based upon income. 
Even with the existence of a non-progres- 
sive corporate income tax (except for the 
smallest concerns) and the availability of 
} the carry-forward or carry-back provisions 
telating to operating losses, there may be 
distinct tax advantages to income shifting 
or smoothing. This is most apparent in 
the case of changes in tax rates or the addi- 
tion or removal of types of income taxa- 
tion. It would obviously have been ad- 
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vantageous taxwise to have maintained 
a relatively stable level of taxable income 
in the period 1944 to 1948, rather than to 
have had high income in 1944 and 1945, 
subject to the excess profits tax, offset by 
lower income in 1946, 1947, and 1948. In 
the case of proprietorships and partner- 
ships, the steeply progressive personal in- 
come tax rates make direct tax saving pos- 
sible by means of income smoothing, 
without tax structure or rate change. 

A less tangible, but perhaps more funda- 
mentally important type of advantage 
of a relatively stable level of periodic 
income lies in the area of management 
relations with investors and workers. Cer- 
tainly the owners and creditors of an en- 
terprise will feel more confident toward 
a corporate management which is able to 
report stable earnings than if consider- 
able fluctuation of reported earnings exists. 
The stable dividend policy which level 
earnings facilitate does nothing to lessen 
satisfactory stockholder relations. The ab- 
sence of peaks and valleys in the earnings 
record of an enterprise may do much to 
maintain continuing satisfactory industrial 
relations. A sharp increase in reported 
profits is very likely to produce the feeling 
in the minds of the members of the working 
force that they should participate to a 
greater extent in such profits, with result- 
ing demands for wage increases, strikes 
and general industrial unrest. Finally, in 
the case where a considerable amount of 
the fluctuation in income may be attrib- 
uted to changing price levels, the recog- 
nition of this cause may be vitally signifi- 
cant to corporate management as a 
guide to dividend policy, in order to as- 
sure preservation of corporate capital.” 


? As illustrated by an analysis of the effect of price 
level changes on nine major steel companies. See “Ef- 
fect of Inflation on Capital and Profits: The Record of 
Nine Steel Companies,” Ralph C. Jones, The Journal 
of Accountancy, January, 1949, pp. 9-27. 
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The above factors are significant from 
the point of view of an individual firm. 
It seems essential to mention a further 
point incident to the smoothing of income 
fluctuations which may well be of consider- 
able importance to an entire economy. It 
is reasonably well recognized by econo- 
mists that psychological factors, particu- 
larly in the area of producers’ expecta- 
tions, are an important factor in the 
determination of economic activity. By 
the same token, changes in such psycho- 
logical attitudes or expectations are signifi- 
cant in the explanation of cyclical up- 
swings and downswings in business activ- 
ity. Since, in the formulation of expecta- 
tions, prediction of future events and con- 
ditions is an extremely hazardous process, 
current conditions have a very important 
influence upon future expectations. Hence, 
a current condition of declining business 
income may cause expectation of further 
decline, bringing upon actions which make 
these expectations a reality, and a cumu- 
lative process is initiated resulting in sub- 
stantial stagnation of business activity, 
employment, etc. The opposite process 
may occur in the other direction when 
rising income appears. It would seem that 
the maintenance of a relatively stable level 
of periodic income might do much to 
reduce the effect of “waves of optimism 
and pessimism” on the level of business 
activity. It should be emphasized that the 
author is not subscribing exclusively to a 
completely psychological theory of busi- 
ness cycles, but is merely indicating that 
psychological expectations, motivated by 
fluctuations in income, are of some signifi- 
cance in this connection. 

In the preceding paragraphs, several 
reasons, both practical and theoretical, in 
favor of profit smoothing have been set 
forth. With these in mind, it is now ap- 
propriate to turn to an investigation of 
some of the accounting techniques by 
which such smoothing may be accom- 
plished. 


ACCOUNTING TECHNIQUES AIMED AT 
THE SMOOTHING OF PERIODIC 
INCOME 


Gross Revenue Manipulation 


A rather direct approach to the objec. 
tive of income smoothing may be mad 
through the process of inter-period shifting 
of gross revenue. Given actual knowledg 
of or expectations about the operating 
results of two accounting periods, speeding 
or delaying the shipment of and billing 
for product and hence the recognition of 
revenue, may accomplish some degree of 
leveling of the income of the two periods, 
The effect of shifting gross revenue may be 
particularly significant in service rendering 
enterprises where the amount of direct 
costs related to such revenue would be 
relatively much smaller than in a manufac. 
turing or merchandising enterprise. In 
many concerns the magnitude of the effect 
upon periodic income from this source 
would be minor, since only transactions 
occurring relatively near the closing date 
would be susceptible to such shifting. How- 
ever, in an enterprise which has a relative- 
ly small number of revenue transactions, 
each involving a sizable dollar amount, the 
effect of such inter-period shifting on peri- 
odic revenue could well be substantial. 
Similarly, the use of production as a cr:- 
terion for revenue recognition by a con- 
cern engaged in a small number of large 
and extended construction or manufac 
turing contracts, would tend to produce a 
more stable level of periodic income than 
would strict application of the convention- 
al accrual basis. However, it is hardly ap- 
propriate to consider this as a method of 
artificially smoothing income, but rather 
as the use of a realistic and logical method 
of gross revenue booking. 


Deferred Charge and Intangible Asset Ac 
counting 


The accounting for so called deferred 
charges and intangible assets represents 
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an area in which “generally accepted ac- 
counting principles” seem to provide for 
substantial latitude in the matter of origi- 
nal recognition of such items as assets (as 
opposed to expense) as well as subsequent 
amortization thereof. 

It is possible to discover, in the writings 
of a number of widely accepted authori- 
ties, a broad range of recommendations 
relative to the accounting for organization 
costs or expenses. These range from im- 
mediate recognition as expense of this 
type of cost to capitalization and perma- 
nent retention in an asset category. A 
middle ground involving capitalization and 
speedy write-off is probably most widely 
accepted. The following statement indi- 
cates this position and the resulting avail- 
ability of this type of item for income 
smoothing: 

“The best plan is to charge organization 
expense off as rapidly as possible, preferably in 


the first year of operations and certainly over a 
maximum period not to exceed five years.’ 


Similar flexibility as to amortization 
exists in connection with many other items 
of intangible assets, perhaps largely due 
to the difficulty of determining, with any 
degree of precision, the service life of such 
assets. In discussing recommended pro- 
cedure relative to the accounting for in- 
tangibles for which no limited period of 
existence exists (such as goodwill, trade, 
names, secret processes, etc.), the Com- 
mittee on Accounting Procedure of The 
American Institute of Accountants states: 


“...when the term of existence of such 
intangibles has become limited... the cost 
should be amortized by systematic charges in the 
income statement over the estimated remaining 
period of usefulness or, if such charges would re- 
sult in distortion of the income statement, a 
partial write-down may be made by a charge to 
earned surplus, and the balance of the cost may 


® Auditing Princi 
Arthur W. 
1951), p. 380. 


s and Procedure—Third Edition, 
olmes (Chicago: Richard D. Irwin, Inc., 


be amortized over the remaining period of useful- 
ness.’” 


Published corporate balance sheets con- 
tain innumerable examples of the carrying 
of all intangible assets at one dollar. It is 
apparent that the alternatives available 
both as to timing and manner of handling 
the charge created by the reduction from 
cost to nominal value may allow a con- 
siderable effect to be produced in the direc- 
tion of smoothing income. 

Of course, more direct action in the 
direction of income smoothing may be ac- 
complished by arbitrarily accumulating 
current expense in deferred charge ac- 
counts during bad years, together with 
liberal amortization of such deferred costs 
during periods of high revenue. An element 
of respectability may even be attached to 
such techniques when the reason put forth 
therefore is that of future benefit from 
such expenditures in the form of enhanced 
revenue in future periods. The existence 
of subsequently increased revenue then 
becomes the signal for the proper recogni- 
tion as expense of.the previously deferred 
costs. 

The above comments indicate that the 
very nature of intangible assets and de- 
ferred charges make such items readily 
available for the purpose of smoothing 
periodic net income. 


Inventory Accounting 


Alternative techniques of inventory 
valuation may provide a very significant 
method of income smoothing. This has 
become particularly true with the emer- 
gence and wide adoption of the last-in, 
first-out method of inventory pricing. The 
effect of the use of lifo may be described, 
in summary form, as causing the matching 
of sales revenue expressed in terms of the 


* Accounting Research Bulletin Number 24, Ac- 
counting for Intangible Assets, Committee on Account- 
ing Procedure, The American Institute of Accountants, 
December, 1944. 
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current period price level with cost of 
merchandise or product expressed in simi- 
lar terms. This is accomplished by valuing 
the inventory of unused material or un- 
sold product substantially in terms of a 
fixed base price, the aggregate thereof 
being changed only to the extent of changes 
in physical inventory quantities. It is 
apparent that this matching of “current 
cost with current revenue” will have a 
decidedly stabilizing effect on income, as 
compared with the results of the more 
traditional first-in, first-out assumption. 
This will be particularly true in the case 
of an enterprise with a lengthy manufac- 
turing process, using substantial quanti- 
ties of raw materials subject to fluctuating 
supply prices and, in particular, during a 
period of rapid price level changes. It seems 
appropriate to remark that the recent 
extension of last-in, first-out to such con- 
cerns as department stores can be defended 
by few of the theoretical arguments which 
may be applied in the case of certain types 
of manufacturing enterprises. It would 
appear that smoothing of income, partic- 
ularly due to the income tax effects there- 
of, represents the principal motivation for 
the use of lifo in many (if not most) cases. 
Other pricing techniques, more recently 
suggested, which will produce the same 
general effect are next-in, first-out; high- 
est-in, first-out; and, more-in than-out. 
Since no general use of these methods 
exists, it seems adequate to merely in- 
dicate their existence, without attempting 
detailed discussion thereof. 

Less fundamental methods of income 
smoothing through the inventory valua- 
tion process are also available. These arise 
through the subjective decisions made by 
management relative to reduction of 
inventory value for unsalable, obsolete, 
or damaged material or merchandise. The 
timing of adjustments for these conditions 
may well produce a smoothing effect on 
periodic income. 


The effect of provision for estimated 
future inventory losses through addition 
to reserves is discussed in a later section 
of this paper. 

In summary, it can be seen that the 
process of inventory valuation offers con- 
siderable latitude to management, which 
may be employed to achieve or assist ina 
leveling of net income. 


Pro perty Accounting 


The existence of long-lived depreciable 
or depletible assets presents one of the 
most potent (and in many cases most 
essential) opportunities for income smooth- 
ing. The importance of this area will 
obviously vary in direct proportion to the 
significance of physical plant in the opera- 
tions of a particular enterprise. Although 
not mutually exclusive, the following three 
points present a convenient basis for dis- 
cussion in this area: 


(1) Original acquisition of plant assets. 
(2) Determination of the base to which 
depreciation rates are applied. 

(3) Alternative methods of calculating 

periodic depreciation. 


Original Acquisition of Plant Assets 


The absence of a specific and consist- 
ently applied distinction between asset 
and expense charges may provide con- 
siderable possibility for income smoothing. 
Thus in a period of high revenue many 
items of major repair or replacement may 


be charged to current expense, which in a § 


less prosperous period would be capital- 
ized and become expense only over theit 
estimated service lives. In the same man- 
ner alternative treatment of installation 
and related costs may permit the shifting 
of expense between accounting periods. 
There are often borderline cases of this 
type, and inconsistent treatment thereof 
may produce substantial effect on periodic 
operating results. 

Another possibility in the same general 
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area, which has found current acceptance 
in some of our prominent corporations, 
is that of considering a part of the cost 
of new facilities as being abnormal and 
charging this amount directly to current 
expense. The effects of this policy on in- 
come of the current and subsequent ac- 
counting periods are obvious. 


Determination of the Base to Which Depre- 
ciation Rates Are Applied 


Substantial alteration in the deprecia- 
tion base may produce significant changes 
in net income during periods of rapid 
change in business activity or price level. 
Thus the recording of upward appraisals 
in plant value and the calculation of de- 
preciation on these higher values may serve 
to offset a substantial increase in dollar 
revenue in a period of increased activity 
or higher prices. The same effect on in- 
come may be produced by basing deprecia- 
tion charges on the higher replacement 
values without recording appraised value 
in the property accounts.® Similar results, 
in the opposite direction, were rather 
widely achieved in the thirties, by the 
write-down of plant values against capital, 
with subsequent depreciation based on the 
adjusted values. Many so-called quasi- 
reorganizations produce similar results, 
but in these cases the objective is not so 
much the stabilizing of income as the 
achieving of positive income in any 
amount. 

Another situation, which has caused 
considerable current controversy, that 
may be classified in this area, is that of 
the restoration and re-depreciation of 
assets which are fully depreciated (or 
amortized) on the books, but still possess 
substantial service life. If the decision 
in this situation is based on the current 
revenue status (which should certainly 


_ 5 As was done by the United States Steel Company 
in its 1947 annual report. 
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not be the case except insofar as current 
revenue is a reflection of the value of such 
assets) an element of income stabilization 
may be introduced. 

Perhaps a more arbitrary method of 
affecting primarily the income of a single 
accounting period through the medium of 
depreciation exists in connection with the 
determination of the date upon which 
depreciation begins to accrue on new plant 
items. This effect may be sizable where 
large construction projects are involved. 
A transfer from construction in progress 
to a depreciable asset classification near 
the end of an accounting period may well 
allow taking a full year’s depreciation on 
the new item. If the timing of this transfer 
is affected by expectations as to the rela- 
tive profitability of the two periods, the 
resulting effect on periodic income is 
apparent. Changes, actual or expected, in 
tax structure or rates may exercise con- 
siderable influence in this connection. 


Alternative Methods of Calculating Periodic 
Depreciation 

Doubtless the most extreme situation 
in this classification exists in connection 
with proposals to calculate depreciation 
as a function of gross revenue or of in- 
come not considering depreciation as a 
cost. In certain situations (notably utili- 
ties) gross revenue may be a reasonably 
accurate index of physical activity, and 
the calculation of periodic depreciation 
as a percentage of gross revenue may cause 
the depreciation charge to vary with 
physical utilization of plant. However, in 
many situations, this acceptable result 
may not be present, and this sort of theory 
of depreciation calculation may well be 
purely the product of a desire for the 
smoothing of periodic income. 

The use of percentage depletion, as 
allowed by the Internal Revenue Code, 
in wasting asset operations produces pre- 
cisely the same result as that outlined 
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above. It is probably true, however, that 
very few concerns employ percentage 
depletion for book accounting purposes, 
restricting the use thereof to the calcula- 
tion to taxable income. 

It should be noted that the use of “units 
of production” or comparable activity 
bases for depreciation calculation will 
normally tend to smooth income fluctua- 
tions, as compared to the results of the use 
of the conventional straight line deprecia- 
tion method. 

An important recent illustration of the 
timely adoption of a particular technique 
of calculating periodic depreciation is 
found in connection with so called “ac- 
celerated depreciation.” Briefly, this meth- 
od involves the recognition as expense of a 
substantial part of the cost of fixed assets 
during the early years of use, with the 
periodic depreciation charge becoming 
progressively smaller as the end of the 
estimated service life approaches. As has 
been pointed out® this involves nothing 
more than the use of the traditional “con- 
stant percentage of diminishing balance’’ 
method, which has been discussed in every 
standard intermediate or advanced ac- 
counting textbook for many years. With- 
out considering the theoretical advantages 
or disadvantages of such a method (and 
there are unquestionably a number of 
each), it is apparent that the use thereof 
will currently produce very substantial 
depreciation charges when applied to the 
large amount of recently acquired facili- 
ties, with progressively lower charges as 
these facilities become older. Given the 
high level of current revenue, together 
with the distinct possibility of decreasing 
revenue in future years, the effect of the 
use of this type of depreciation calculation 
en the level of periodic income is readily 
apparent. 


* “Accelerated Depreciation: Criteria for Its Use,” 
George D. Bailey, The Journal of Accountancy, Novem- 
ber, 1949, pp. 372-377. 


Reserve Accounting 


Historically, there have been extrem 
examples of the use of reserves as profit 
equalization devices, involving addition; 


to or deductions from such reserves 


offset by income statement accounts hay. 
ing the professed intention of income 
smoothing. Fortunately, such crude and 
arbitrary techniques are rare or even non- 
existent at the present time, at least in 
concerns in which there is any sort o 
public interest. However, the war and post- 
war period have produced a tremendous 
increase in the use of reserves, particularly 
those established to provide for such in- 
tangible future events as “general con- 
tingencies” and “possible future inven- 
tory losses.” This situation has produced 
considerable justifiable concern on the 
part of individual accountants and pn- 
fessional societies, as reflected by the fol- 
lowing classification of possible improper 
use of reserves as a method of income 
smoothing: 

“(1) When reserve provisions for future con- 
tingencies of one kind or another are charged to 


current income, largely at the whim of manage 
ment. 

(2) When reserves created by charges to ia- 
come are used in later years to absorb losses 
(sometimes without adequate disclosure). 

“(3) When items of income are credited di: 
rectly to reserves which then are used to absorb 
later losses or are ultimately transferred to sur 
plus.’’? 


The above three classifications indicate 
adequately, without necessity for further 
technical discussion, the several ways in 
which reserves may be employed t 
achieve at least a degree of income smooth- 
ing. The following tabulation of the com- 
bined operating results of four large listed 
corporations for the years indicated, illus 
trates the possible effect of such reserve 


7 “Weaknesses in Financial Reporting Caused by 
Improper Use of Reserves,” Maurice H. Stans, 7# 
Journal of Accountancy, March, 1948, pp. 191-192. 


restore 
effect 1 
pliance 
seem | 
accoun 
ing. 


Treatm 
Credits 


The 
of unt 
credits 
putati 
to or 
may 
smoot! 
menta 
of diff 
of the 
hand, 
point 
incom 


provisi 
Reported n 

Add back 
war cont 

postwar 

Revised ne’ 

The 
has ret 
conting 
reserve 

of th 
enterr 
8 

justme: 

VIEW, J 
Acc 

35, Co 
Institut 


Smoothing Periodic Income 39 


provisions on periodic income:* 


1942 1941 1940 1939 

Reported net income.... $37,448 $37,337 $37,053 $36,235 
Add back provisions for 

war contingencies and 


postwar adjustments. . 


Revised net income 


11,000 
$48,448 $47,337 $37,053 


10,000 _ 


The American Institute of Accountants 
has recommended that “general purpose 
contingency reserves” and/or “inventory 
reserves’ be established directly from and 
restored to retained earnings, without 
effect upon the income statement.® Com- 
pliance with these recommendations would 
seem to substantially eliminate reserve 
accounting as a source of income smooth- 


ing. 


Treatment of Non-recurring Charges or 
Credtis 


The possibility of alternative treatment 
of unusual or non-recurring charges or 
credits as between inclusion in the com- 
putation of net income or direct addition 
to or deduction from retained earnings, 
may well present an opportunity for the 
smoothing of periodic income. Funda- 
mentally, these alternatives exist because 
of differing opinions as to the real nature 


' of the income statements. On the one 


hand, many accountants subscribe to the 
point of view that the final figure on the 
income statement should be indicative 
of the “normal” earning power of an 
enterprise, exclusive of the effect of any 

§ “Reserves for War Contingencies and Postwar Ad- 
justments,” Herbert E. Miller, the Accountinc RE- 
VIEW, July, 1944, p. 249. 

* Accounting Research Bulletins Numbers 28, 31 and 


35, Committee on Accounting Procedure, The American 
Institute of Accountants. 


unusual or non-recurring transactions oc- 
curring during the particular reporting 
period. Opposed to this concept, is the 
theory that the income statement should 
be “all-inclusive” in the sense that it 
reports the results of all “revenue and 
expense (including losses) given account- 
ing recognition during that period. This 
practice assures that the income state- 
ments for a period of years will disclose 
completely the entire income history of 
that period.” The American Institute of 
Accountants has taken a position in sup- 
port of the first of these concepts of the 
income statement, and in cunnection there- 
with recommends the exclusion from the 
computation of net income of five broad 
classifications of “material” charges or 
credits “when their inclusion would im- 
pair the significance of net income so that 
misleading inferences might be drawn 
therefrom.” 

It is sufficient for the purpose of this 
article to note that the rather broad area 
of management discretion in the deter- 
mination of what is “material” and also 
what constitutes impairment of the signif- 
icance of net income, would seem to open 
the door to a rather subjective meaning 
of the term income or net income. That 
this subjectivity may be employed to 
assist in the process of income smooth- 
ing, goes without saying. 


10 Accounting Concepls, and Standards Underlying 
Corporate Financial Statements, American Accounting 
Association, 1948. 

1 Accounting Research Bulletin No. 32, Committee 
on Accounting Procedure, American Institute of Ac- 
countants, December, 1947. 
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SHOULD THE ACCOUNTING EN- 
TITY BE PERSONIFIED? 


WALTER G. KELL 
Assistant Professor, Michigan State College 


HE MOST important underlying 
assumption of accounting is the unit 
for which accounting has responsi- 
bility. The accounting unit, generally 
referred to as the accounting entity, forms 
the basis for the accounting records. It 
determines the boundaries of relevant and 
irrelevant data, and it has a direct effect 
upon the theory of accounting used in 
recording the activities of the entity. De- 
spite the importance of this basic concept, 
there has been a definite lack of clear and 
concise examination of the exact nature of 
an accounting entity once the entity has 
been selected,’ and a seemingly endless 
controversy has ensued over the entirely 
irrelevant question of whether the cor- 
porate accounting entity is based on fact 
or whether it is based on fiction. Consider 
for example these statements. 


“Tt is recognized, of course, that the corporate 
entity is a fiction, an artificial personality, that 
it lacks objective reality and that it possesses no 
power to act or to direct action. In the final 
analysis, the corporate entity is a legal concept 
employed to justify utilitarian conduct.’” 

“The accounts, it is said, constitute an ac- 
counting by the entity to all who have commercial 
and financial relations with it. Some writers even 
profess that, in the case of corporate enterprise, 
the entity may be more than a figure of speech. 

. Imaginary entities have their proper place in 
the conceptual world of analysis, in pure mathe- 
matics but never in the statistical analysis of 
realities. Figures of speech may be useful occa- 
sionally as a device in exposition, but to hang the 


1 For a consideration of the problems encountered in 
selecting the accounting entity, see Leland, Thomas, 
Editor, Contemporary Accounting, American Institute 
of Accountants, New York, 1945, Chp. I. 

* Husband, George R., “The Corporate-Entity Fic- 
tion and Accounting Theory,” Accountinc REVIEW, 
September, 1938, p. 251. 


whole exposition of a statistical analysis and syn. 
thesis upon a figure of speech is to run the risk 
of conveying a memory of the figure instead of 
understanding reality.’ 

“The statement that a corporation is an arti- 
ficial person or entity, apart from its members, 
is merely a description in figurative language of 
a corporation viewed as a collective body; a 
corporation is really an association of persons and 
no judicial dictum or legislative enactment can 
alter this fact.’ 


Such words as “fiction,”’ ‘‘artificiality,” 
and “figure of speech” have raised a 
smoke screen which has prevented a clear, 
concise, and impartial analysis of the real 
issue. By definition, an entity is a thing 
which has reality and distinctness of 
being, either in fact or for thought.> A 
manufacturing concern, a department 
store, a university, the federal goverm- 
ment, a corner grocery store, a pop-com 
stand all constitute accounting entities. 
Can it be denied that some or all of these 
entities are real? Are any of these a prod- 
uct of someone’s imagination? The an- 
swers to these questions are unaffected 
by the legal form of business organization 
found attached to the accounting entity. 

The factual basis of the accounting 
entity is also attacked on legal grounds. 
It is pointed out that the courts do not 
regard an unincorporated entity as being 
separate and distinct from its owners, 
and it is charged that the courts frequently 
pierce the veil of the corporate entity. 
The first argument is not relevant. Legal 
Canning, John B., The of Accountancy, 
New York, Ronald Press, 1920, p 

* York, "Thomas, “Stock and Se Dividends as In- 
come,” AccouNTING REvIEw, September, 1940, p. 386. 


5 The New Century Dictionary, * F. Collier i Son 
Corporation, New York, 1946, Vol. 
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sanction is not necessary for accounting 
purposes. The concept of an accounting 
entity should be determined entirely upon 
accounting reasons. If the accounting 
concept happens to possess legal sanction, 
this serves to give additional support to 
the accounting concept, but the absence 
of legal sanction does not invalidate the 
accounting concept in any way. A cost 
center and a consolidated enterprise are 
both useful entities for some accounting 
purposes, yet neither possesses legal sanc- 
tion as an entity. The second argument is 
invalid. The position of the courts regard- 
ing the corporation as an entity is clearly 
shown in the decision handed down by 
Justice Stone in the case of Clark’s Will 
v The Supreme Court of Minnesota (1939, 
204 Minn. 574, 284 NW 867). He said: 


“We reject as fundamentally unsound and 
obsolete the thesis that a corporation can be re- 
garded for any purpose as a mere fiction of the 
law. To reduce it to fiction is to make it nothing. 
Then to disregard it as a fiction is to disregard 
nothing. A fiction cannot sue or be sued, make 
and perform contracts, own property, commit 
torts and crimes. A corporation can do all that, 
and so is not fiction. So to consider it, is to blind 
thought to large and important reality.” 

“Many cases present avowed disregard of 
corporate entity—but they all come to just this 
—courts simply will not let interposition of cor- 
porate entity or action prevent a judgment other- 
wise required. Corporate presence and action no 
more than those of an individual will bar a remedy 
demanded by law in application to facts. Hence, 
the process is not accurately termed one of dis- 
regarding corporate entity, tie method neither 
pierces any veil nor goes beyond any obstruction 
save for its refusal to let one fact bar the judg- 
ment which the whole sum of facts requires.” 


In selecting the accounting unit for 
unincorporated enterprises, the accountant 
has three choices: (1) Jones, the Economic 
Citizen, (2) Jones, the Grocery Proprietor, 
or (3) The Jones Grocery Store.6 Under 
the first alternative, the financial state- 


* Paton, W. A., Accounting Theory, Ronald Press, 
New York, 1922, p. 63. 


ments would include all the activity of 
Jones as an economic citizen. Accordingly 
the balance sheet would reflect the per- 
sonal creditor’s position with respect to 
his personal debtors since the statement 
would show all business and personal prop- 
erties as well as all business and private 
claims on these same properties. This 
alternative has been universally rejected 
by accountants. In order to provide 
dependable relevant information about a 
business enterprise, financial statements 
should reflect only the results of business 
activity. This requires that a careful dis- 
tinction be made between the personal 
activity of the owner and his business 
activity. No agreement, however, has been 
reached in regard to the other two alter- 
natives, and herein lies the critical area 
for examination. 

As a starting point it should be recog- 
nized that the boundaries of relevant and 
irrelevant accounting data are the same 
in the two alternatives. All business trans- 
actions are included, all personal transac- 
tions are excluded. What then, is the 
difference between “Jones, the Grocery 
Proprietor” and “The Jones Grocery 
Store”? The difference is found in the 
manner in which the business transactions 
are viewed. In the former, the transac- 
tions are analyzed as to their effect on 
Jones, the businessman. In the latter, the 
transactions are analyzed as to their effect 
on The Jones Grocery Store. In one, the 
accounting is personified; in the other, the 
accounting is not personified. These two 
alternatives are also found in the in- 
corporated enterprise, only instead of one 
owner there are many. Thus a choice must 
be made between the common stockholders 
as a group and the corporation itself. 

Should the concept of the accounting 
entity be personified? Here is the funda- 
mental question. The repercussions of this 
question are far reaching and vitally 
important. They strike directly at the 
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function and purpose of accounting; the 
concepts of capital, income, and expense; 
and the form and content of financial 
statements. The inability to reach agree- 
ment as to the exact nature of the account- 
ing entity is primarily responsible for the 
presence of two theories of accounting to- 
day. Those who believe the accounting 
entity should be personified are known 
as the proprietary theorists, and those who 
believe that the entity should not be per- 
sonified are known as the entity theorists. 
Each accountant, consciously or uncon- 
sciously, selects one of the alternatives in 
analyzing business transactions. If he is 
not persistent in holding to one alterna- 
tive, his conclusions may be inconsistent 
and unreconcilable.? Many inconsistencies 
and controversies have resulted from the 
failure to reach agreement on this funda- 
mental question of whether the accounting 
entity should be personified. Indeed, the 
only common ground between the entity 
and proprietary theorists lies in reaching 
agreement as to the exact nature of the 
accounting entity. 

Before proceeding directly to resolving 
this issue, it is important to recognize 
that a sole-proprietorship, a partnership, 
and a corporation represent different 
stages in the development of business en- 
terprises. Regardless of the stage of devel- 
opment, the earnings of the business in- 
crease the wealth of the individual partic- 
ipants whether they be called proprietors, 
partners, or stockholders. Despite the 
different legal conceptions of the incor- 
porated and unincorporated enterprise, the 
theoretical approach to the accounting 
problems should be the same in each en- 
terprise. In the light of these facts, it 
seems entirely unnecessary to have two 
theories of accounting, and it can be ex- 
pected that eventually one will give way to 


7 Newlove, George H., and Garner, S. Paul, Ad- 
vanced Accounting, D. C. Heath and Company, Boston, 
1951, Vol. I, p. 20. 


the greater reality and usefulness of the 
other 

The personification of accounts is the 
older of the two alternatives. Prior to the 
twentieth century when the sole-proprie- 
torship and partnership were the pre- 
dominant forms of business organization 
in the United States, four conditions were 
usually found to be present in the typical 
business enterprise; (1) the proprietor 
furnished most, if not all, of the capital, 
(2) the proprietor was in both active and 
absolute control of the business, (3) 
creditors regarded their debt as the per. 
sonal liability of the proprietor, and (4) 
legal title to the business properties was 
vested in the proprietor. The primary 
function of accounting was record-keeping. 
The accounting was essentially steward- 
ship accounting—accounting for the 
owners’ assets in detail and in total. Asa 
result, Sprague and other early American 
writers explained the system of double- 
entry accounting in terms of the individual 
owner. Each transaction was analyzed 
with respect to its effect on the owner's 
wealth; assets, liabilities, income and 
expense were defined as aspects of pro- 
prietorship. 

Since the turn of the century, the cor- 
poration with its separation of ownership 
and management and thousands of ab- 
sentee investors has become the predomi- 
nant form of business organization; and, 


in addition, significant changes have taken | 


place in regard to unincorporated enter- 
prises. While is it admitted that each of 
the four conditions mentioned above may 
be present today in unincorporated enter- 
prises, it is also believed that sufficient 
evidence could be produced to show that 
each of the conditions, except legal title, 
is substantially different under modern 
business practice. Many proprietors and 
partners are operating on a “shoe-string,” 
and it is necessary to obtain the bulk of 
their capital from outside interests. The 
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increased use of funds has inescapably 
decreased the amount of control exercised 
by the owner. His free choice of action 
has been limited by specific credit restric- 
tions, and in some cases, by liens on cer- 
tain assets. The present day owner has to 
answer to the creditors as well as to him- 
self. Further, one needs only to mention 
silent partners and hired managers to 
show that many owners are not even in 
active control today. Present day claims 
of creditors reside in the current available 
business properties of the going concern, 
not in the proprietor. Even in insolvency, 
the settlement of claims rests on existing 
property values, not in the person of the 
proprietor or in his future earnings or 
future properties.® 

As a result of these changes in unin- 
corporated business enterprises plus the 
growth and development of the corporate 
form of business organization, the function 
of accounting has evolved from one of 
mere record-keeping for the owner to an 
information service which furnishes finan- 
cial data about an accounting entity that is 
useful to all interested parties—manage- 
ment, creditors, stockholders, govern- 
mental agencies, labor, and the general 
public. 

If accounting is to fulfill its function, an 
accounting must be made for all property 
dedicated to the undertaking. This ac- 
countability necessarily must be founded 


* Paton, W. A., op. cit., p. 65. 


upon a concept of an accounting entity 
which is charged with the responsibilities 
of possession and management of these 
properties with its attendant discharge 
relationship of fidelity and _ reporting 
to all suppliers of capital. If the success 
of the business venture is to be ascertained 
correctly, the measurable unit must be 
the entity itself rather than the person or 
group of persons who administer or hold 
legal title to the properties dedicated to the 
business enterprise. Quantitatively, meas- 
urable results do not rest in the in- 
dividual but in the inanimate objects, 
privileges, or rights associated with the 
accounting entity. Accounting today is 
held to a greater responsibility than mere 
stewardship. 

The basic concept of an accounting en- 
tity therefore should not be personified. 
To view the accounting entity for all 
forms of business organization as being 
separate and distinct from the individual 
participants is in accord with the facts of 
the modern business situation, and it is 
the only basis which will allow accounting 
to adequately fulfill its function of pro- 
viding relevant, dependable data about a 
business enterprise to all interested parties. 
Full realization of the exact nature of the 
accounting entity will represent an im- 
portant step toward the elimination of the 
proprietary theory of accounting and to- 
ward the further development of a single 
coordinated and consistent body of theory 
under the entity theory of accounting. 
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FIXED ASSETS AND CURRENT COSTS 


ALBERT L. BELL 
Associate Professor, Franklin and Marshall College 


HE CONCEPT of business income is 
dependent on the ends served by the 
use of the income measurement. 
There is no one correct method of com- 
puting net profit. The question of which 
procedure to use can be decided only on 
the basis of the purpose or purposes for 
which the figures are to be used, not on an 
abstract basis. Hence, the result will vary 
according to the purposes for which the 
calculations are being made. 


THE PROBLEM AND ITS ORIGIN 


The income statement as prepared by 
the accountant is used for a variety of 
purposes. It is used by management in 
decision making. It is used by the officers 
and directors of a corporation as a report 


of stewardship to stockholders on the re- 
sults of operations and availability of 
dividends. It is used by regulatory bodies 
in determining rates and regulations. It is 
used by labor in formulating its wage de- 
mands. It is used by economists in prepar- 
ing national income statistics and in eco- 
nomic analyses. These are also some of the 
more important uses for accounting re- 
sults. 

If prices did not change, i.e., the mone- 
tary unit (the dollar) was a stable unit of 
value, the accountant’s figures would meet 
the needs of most users. But when prices 
change, some of the users doubt the valid- 
ity and usefulness of these figures and 
develop different concepts of profit and 
different methods of computing net in- 
come. The most notable divergence occurs 
between net income as measured by the 
economist’ and net income as measured 


1 Economic science has no universally accepted body 
of doctrine, therefore it should be understood at the out- 


by the accountant. Broadly speaking, the 
economist regards net income as the 
amount of goods and services that a 
individual or firm can dispose of during a 
fiscal period and remain as well off in 
terms of real capital at the end of the 
period as at the beginning. In other words, 
net income is the amount that can be dis- 
tributed and allow the real capital to re 
main intact. On the other hand, the ac. 
countant regards net income as the 
amount remaining after all expired costs 
have been deducted from all revenue 
accured, both measured in dollars. 

The accounting procedures to determine 
net income relate only to money values 
and do not undertake to produce results 
in terms of real values. The accountants 
failure to attack the problem of pric 
change is sufficient reason for a complete 
re-examination of these two main concepts 
of income. This re-examination may serve 
as a guide to the interpretation and un- 
derstanding of accounting figures as pres- 
ently calculated and possibly as an aid in 
bringing about a reconciliation of the two 
theories and the two practices. 

The present accounting methods reflect 
money income, but during periods of 
major price change fail to reflect economic 
income because some of the expenses and 
all of the revenues are measured in current 
dollars while other expenses (e.g., inven- 
tories used and fixed capital consumed) 
are measured in dollars of a different period 
with different purchasing power. 

The economist follows the principle 


set that not all economists will agree on the various 
ints of view attributed to the economist in this study. 
e term economist is used as a convenient method of 
referring to the opinion of most economists and does not 
indicate absolute accord on any topic. 
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that costs should be related to revenue on 
the same price level basis; therefore, the 
broad problem is how, within the present 
accounting framework, to match costs at 
current prices with revenues at current 
prices in order to measure objectively real 
income in a manner that can be consist- 
ently applied. This problem is com- 
plicated by the fact that the economist 
constructs a concept of net income that 
will stand up under fluctuating prices, a 
concept, however, that does not lend itself 
readily to practical application. The ac- 
countant, on the other hand, holds to a 
concept of net income which permits pre- 
cise measurement but which yields mis- 
leading results during periods of price 
change. Perhaps this problem, which the 
accountant avoids by clinging to monetary 
measurements and historical cost, cannot 
be solved at all, but at least a start can be 
made and something may be gained by 
considering it rather than ignoring it. 

Of course, if there were no time lag 
between outlay and revenue realization, 
there would be no problem. But this is 
generally not the case, because there 
are several items such as deferred assets, 
inventories, and fixed assets, involved 
in production and in the calculation of 
net income where there is a considerable 
time lag and where a changing price level 
may distort the results. 

The area of concentration in this study 
is fixed assets. The particular problem in 
this analysis is how to account for fixed 
assets under conditions of changing prices 
in a manner that will preserve the original 
cost data and at the same time reflect 
the periodic depreciation and the un- 
recovered cost of the assets in current 
prices. 

When it is considered that the average 
business invests a substantial portion of 
its capital in fixed assets, the importance 
of the accounting for these assets becomes 
evident. With the possible exception of the 
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handling of inventories, there is no phase 
of accounting more apt to produce profit 
distortions than the accounting for fixed 
assets. 

The problem is not in itself a recent 
innovation. It has been considered by 
accountants, management, and other 
groups since fluctuations in’ the value of 
the monetary unit were first observed. 

Two important factors brought the 
price-change problem into full focus. The 
first was the shift in emphasis from the 
balance sheet to the profit and loss state- 
ment or, in other words, from the account- 
ing for assets and equities to the calcula- 
tion of net income. The second factor that 
brought this problem of price change into 
the foreground was the realization that 
price fluctuations are not just cyclical 
ripples, but are major disturbances which 
can and do distort accounting information. 
The price rise accompanying World War I 
confirmed the fact that price change is a 
problem which accounting must face if 
its statements are to be meaningful. Then 
the precipitous price drop in the “thirties” 
and the tremendous rise during and after 
World War II made accountants, econo- 
mists and business men fully aware of 
this problem. Besides this awareness is the 
growing belief that there is a secular trend 
of prices upward which tends to nullify 
the notion that price fluctuations correct 
themselves.” 

The first noticeable attempt to solve 
the problem of price level change in rela- 
tion to fixed assets followed World War I. 
During this period many firms wrote up 
their assets to the prevailing price level 
and increased their depreciation charges 


2M. Bronfeenbrenner, “Business Income Concepts 
in the Light of Monetary Theory,” Five Monographs on 
Business Income (New York: American Institute of Ac- 
countants, 1950), p. 100; J.M. Keynes, The General Theory 
of Employment Interest and Money (London and New 
York: Harcourt, Brace and Co., 1936), p. 307; Sumner 
H. Slichter, The American Economy (New York: Al- 
fred A. Knopf, Inc., 1948), p. 43. 
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correspondingly.* Most of these write-ups 
were made on the basis of engineering 
appraisals and the remainder on the basis 
of estimates. These appraisals were not too 
reliable and some of them were fantastic, 
not because of the incompetence of the 
engineers, but because too often the ap- 
praisers were told beforehand the results 
that were expected.‘ 

When the depression of the “thirties” 
occurred and prices dropped sharply, 
companies found that their fixed assets 
were stated in amounts very much in 
excess of their replacement cost and as a 
result they were overstating their costs 
and understating their profits. In order 
to remedy the situation most of those who 
had written up their assets and others who 
had not proceeded to write down those 
fixed asset values.’ Some of the write- 
downs were based on engineering apprais- 
als, others on index numbers, and the 
remainder on arbitrary decisions and 
estimates. Probably because of conserva- 
tive accounting practice which frowns on 
asset write-ups, the number and amount 
of write-downs generally exceeded the 
write-ups.® However, the write-ups during 
the “twenties” and the write-downs during 
the “thirties” were not as pronounced as 
the above discussion may lead the reader 
to believe. During periods of prosperity 
such as the “‘twenties,”’ consolidations and 
combinations took place with the result 
that what might otherwise have given 
rise to write-ups of assets was reflected in 
gains on sales of capital assets. In depres- 
sions, business failures diminished the num- 
ber and amount of fixed asset write-downs. 


3 George O. May, Business Income and Price Levels, 
An Accounting Study (New York; American Institute of 
Accountants, 1949), p. 42. 

* Daniel Borth, “Adjustment of Prior Years’ Income 
for Depreciation and Disposal,” Journal of Accountancy, 
June 1948, p. 470; Communications with Carmen G. 
Blough, Director of Research, American Institute of 
Accountants. 

5 Solomon Fabricant, Capital Consumption and Ad- 
justment (New York: National Bureau of Economic Re- 
search, 1938), pp. 213-21. 

Jbid., p. 217. 


The accountants and business men who 
experienced the write-ups of the “twen- 
ties” and the write-downs of the “thirties” 
are opposed to revaluation procedures, 
This attitude probably has partially ac. 
counted for the absence of this method in 
solving the price problem since World 
War IT. 


IMPORTANCE TO THE FIRM 


The importance of this problem of 
accounting for fixed assets varies from in- 
dustry to industry. There are a number of 
reasons why this is true. 

In the first place, differences in the 
ratio of fixed assets to total assets among 
the various industries will cause the prob- 
lem to vary. If an industry has a high 
ratio, then the difference between original 
cost and replacement cost will be sufficient 
to distort the net profit for the period. If, 
however, fixed assets are of minor im- 
portance, then any depreciation inaccura- 
cies will not be of sufficient magnitude to 
affect substantially the net profit. 

The second factor is the rate of replace- 
ment. The more rapid the rate of replace- 
ment, the more quickly revaluations are 
brought about and the more quickly prof- 
its are affected. Correspondingly, the 
slower the replacement, the slower is the 
revaluation, and the slower is the impact 
on profits. An industry which has fixed 
assets of long average lives (e.g., 20 or 25 
years) will during periods of rising prices 
be understating its depreciation charges 
and overstating its profits long after prices 
have levelled off. 

Thirdly, variations in the time of 
acquisition or the average age of the 
plant equipment will cause the seriousness 
of the problem to vary. If all, or most of 
the assets have been acquired recently, at 
costs not far out of line with current costs, 
the problem will be very slight as con- 
trasted with a plant whose assets for the 
most part were acquired before the price 
change. 
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In the fourth place, the magnitude and 
timing of price changes varies among the 
different assets held by various firms in the 
different industries. This variation is 
sufficient to render inadvisable the use 
of a general price index for converting 
original cost into current dollars for all 
types of industries. 

The last is the variation in accounting 
practice. In the accounting for fixed assets 
some companies use accelerated deprecia- 
tion or other arbitrary methods for in- 
creasing depreciation charges above orig- 
inal cost levels during price rises, whereas 
most companies use the original cost 
straight-line basis. Of course, firms which 
use retirement accounting rather than 
depreciation accounting will not be af- 
fected in the same way by price changes. 
Therefore, the inaccuracies in deprecia- 
tion charges and the resulting profit dis- 
tortions will vary with the accounting 
procedures used by various firms. 

Since fixed assets are of major impor- 
tance on the balance sheet of most Ameri- 
can manufacturers, and since a large pro- 
portion of these were acquired before the 
price rise accompanying World War II 
and will not be replaced for several years’ 
and since most firms use original cost 
straight line depreciation,* this problem 
is generally of great importance to the 
individual firm. 

It sometimes has been stated that de- 
preciation charges are immaterial since 
they often comprise a relatively small 
portion of total deductions from revenue. 
This observation and generalization may 
be true, but nevertheless is misleading. 
The important thing is the relationship of 
depreciation charges to net earnings be- 
cause, even though depreciation is a rel- 
atively small proportion of the total 


’ Corporate Profit Hearings, before the joint commit- 
tee on the Economic Report of the United States, De- 
cember, 1948, pp. 11-16. 

_* Accounting Trends in Corporate Reports (New 
York: American Institute of Accountants, 1949), p. 59. 
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charges to revenue, it may be a very sub- 
stantial item when compared to net profit 
and may produce serious profit distortions 

The prob‘em of price change is impor- 
tant to the individual business because 
failure to solve it produces inaccuracies 
in break-even charts, in costing, and in 
budgeting, all of which are important in 
formulating business policy. It causes com- 
panies to incorrectly price their product, 
a practice which is important to concerns 
having some control over prices. In the 
case of public utilities the problem is 
more serious than for unregulated business 
because under rate regulations the method 
of computing costs and the amount of 
costs determine the selling price (the rate 
which may be charged). Also it results in 
the overstatement of profit during periods 
of rising prices and the understatement of 
profits during periods of falling prices. 


INCREASED IMPORTANCE OF THE PROB- 
LEM AFTER 1940 


There have been price changes since 
the recording of economic events. How- 
ever, these early fluctuations in the United 
States and even the later ones between 
1919 and 1939 did not cause much agita- 
tion for a change in accounting concepts 
and procedures. The magnitude of the 
general price rise since World War IT has 
been roughly comparable to the price 
rise of World War I.- The question then 
arises as to why the problem has become 
so much more important during this in- 
flationary period than during previous 
ones. 

The most important factor is the tax 
aspect. In the “twenties” the income tax 
rate was comparatively low and all firms 
prior to 1934 were allowed a great deal of 
freedom in solving the problem of calculat- 
ing depreciation charges during periods of 
price change. After 1934, the income tax 
laws and their enforcement became more 
strict; the profits, however, were so low 
that there was very little agitation for 
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any change in accounting procedures. 
Since World War II, swollen profits, 
high tax rates, strict depreciation pro- 
visions, and the unprecedented rise in 
the replacement cost of fixed assets (almost 
double the 1919 and 1920 averages)® 
have caused firms to challenge the ade- 
quacy of depreciation provisions to an 
extent not experienced during the pre- 
vious thirty years. 

Closely related to the above point is the 
accounting trend toward more accurate 
and realistic income measurement, even 
at the expense of the balance sheet. One 
of the best and most recent examples of 
this is the carrying forward to the balance 
sheet of meaningless inventory values which 
have been determined by the LIFO 
method. The accountant’s acceptance of 
this distortion of the balance sheet as not 
too high a price for an accurate calcula- 
tion of net income, and the decision of 
the United States Tax Court in approving 
the LIFO principle for retail store inven- 
tories'® seem to focus attention on the 
problem of fixed asset accounting as the 
next step in more accurately matching 
costs and revenues on the same price level 
basis. 

In the field of finance the alleged short- 
age of new equity (“risk’’) capital has also 
focused attention upon this problem. 
Management feels that it is bad financial 
practice to secure the funds for capital 
replacement by debt financing; conse- 
quently companies are attaching greater 
importance to the calculation of deprecia- 
tion in order to decide the amount of 
earnings which should be retained for 
capital replacement. 

Finally, certain economic, social, and 
political changes have resulted in a situa- 
tion in which the financial statements of 
corporations have become public domain 
and the profits of business are regarded 


® Engineering News Record, May 27, 1948, p. 108. 
10 Hutzler Bros. Co., 8 T C No. 3, January, 1947. 
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as matters of public concern. This trend 
has been accentuated by the increased 
competition among the factors of produc- 
tion for larger distributive shares. It is 
alleged that the United States has been 
changing from a capitalistic to a laboristic 
society," therefore it is not at all surprising 
that profits are scrutinized by the labor 
unions in an effort to obtain a larger share 
of the “goods heap.” Business operations 
and profits are also being scrutinized by 
government in an effort to determine 
whether those profits are excessive and as 
a possible source of greater governmental 
revenue. Recently the consumer has begun 
to show an increasing interest in prices, 
profits, and business operations which go 
beyond the public utility sector to which 
it has been largely confined in the past. 
Increased pressure from the above groups 
plus the vociferous action of the critics 
of our private enterprise system have in- 
creased the importance of all aspect of 
profit determination. 


DELIMITATION OF THE PROBLEM 


An important question which must be 
faced is whether it is economically sound 
to adjust one sector of the economy unless 
all elements affected by price change are 
adjusted. In other words, are the stock- 
holders entitled to have their real equity 
maintained intact, or only the money 
value of that equity, as in the case of a 
bank depositor, a life insurance policy 
holder, or a bond owner? The same ques- 
tion applied specifically to the determina- 
tion of business income is whether one 
item, namely, fixed asset consumption, 
can be adjusted without adjusting all the 
other items. 

The writer’s position is that all items 
should be adjusted. Complete adjust- 
ment, however, is too large a task for one 
study, therefore it is necessary to divide 


4 Sumner H. Slichter, “Profits in a Laboristic Soci- 
ety,” Harvard Business Review, May, 1948, p. 346. 
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Fixed Assets and Current Costs 


the broad topic into several smaller seg- 
ments for individual study. The field of 
concentration in this paper is confined to 
fixed assets and particularly to depreciable 
fixed assets used in manufacturing enter- 
prises. It is desirable to limit further the 
scope of this study to the problem of ad- 
justing depreciation and book value of 
these assets to a current dollar basis. 


PROCEDURE 


The following proposal is an attempt to 
bring fixed asset accounting in line with 
the economist’s concept of net income and 
at the same time preserve the cost basis 
in accounts. This involves the adjustment 
of depreciation calculated on cost so as to 
reflect the current value of capital con- 
sumption, and an accounting procedure to 
implement this adjustment which will be 
satisfactory to public auditors, super- 
visory commissions and regulatory bodies. 

To illustrate the method used, assume 
a machine is purchased at a cost of $1,000 
with an estimated life of ten years and no 
scrap value. The depreciation schedule 
calculated on original and on current cost 
would appear as follows: 


Deprecia- 
tion On 
Original 


Original 


Year Cost 


$1,580 


Under both methods the rate of deprecia- 
tion is 10% per annum. The current cost 
figures are assumed figures. 

In the above schedule the depreciation 
in current dollars is derived by multiply- 
ing the current cost by the 10% deprecia- 
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tion rate. This column will fluctuate above 
and below the depreciation or original cost 
depending on the current cost of the ma- 
chine for the year. It should also be noted 
that this is an empirical method which 
will reflect depreciation in terms of current 
prices for the years in which adjustment 
is made, but will not affect any of the 
yearly allowances for depreciation prior 
to the time the adjustment was started. 

In this demonstration the original cost 
and the current cost were given, but in 
actual practice the proposed procedure 
requires a record of the original cost and 
the date of acquisition for each asset or 
group of assets. Also the current cost of 
all the various assets for a firm is not avail- 
able and therefore some method of calcu- 
lating the depreciation in current dollars 
must be devised. Inasmuch as the price 
level is not stable for any great length 
of time, and since this calculation is con- 
templated for each fiscal period, the only 
feasible procedure for a company with 
thousands of assets is the use of price in- 
dex numbers. 

The problem concerning asset data was 
solved and a practical demonstration made 
possible through the cooperation of the 
Armstrong Cork Company. The work was 
further simplified by the fact that this 
company had a complete record on IBM 
punch cards of all buildings and machines. 

In selecting an index number the prob- 
lem was whether to use a general measure 
such as the Wholesale Price Index pub- 
lished by the Bureau of Labor Statistics or 
one of the many specialized indexes. Since 
sufficient price dispersion was found to 
make the use of a general index unreliable 
for measuring the current value of capital 
consumption, a specialized index was used. 

Any index selected will not be perfect 
for any firm or industry, inasmuch as 
prices do not move together and the cost 
of any firm’s or industry’s assets can not 
be expected to follow any index perfectly. 
Also a regularly published building and 
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construction cost index will not completely 
eliminate the problem of price dispersion 
previously mentioned, but since it isn’t 
feasible for firms to construct their own 
index, these published indexes provide the 
most practical measure of the current 
value of fixed asset consumption. 

Because of the great variety of plants 
and equipment of The Armstrong Cork 
Company and the wide range of acquisi- 
tion dates, a combination of the ““Engineer- 
ing News-Record Construction Cost In- 
dex”’ and the “Engineering News-Record 
Building Cost Index’ was used. A number 
of the indexes were tested and it was found 
that an arithmetic average of the “En- 
gineering News-Record Construction Cost 
Index” and the “Engineering News- 
Record Building Cost Index” seemed to 
give a close approximation to the cost of 
the construction being completed and the 
machines being installed. Also, the results 
were similar to those obtained by other 
indexes such as the American Appraisal 
Company Index and the Marshall and 
Stevens Indexes. Another factor was the 
availability of the index. Engineering 
News-Record publishes a monthly index 
which makes asset adjustment convenient 
at any time. Also the fact that some of 
the buildings and a few of the machines 
date back to the beginning of the century, 
made it advisable to use an index with a 
1913 base. 

Loose equipment, tools, molds, stencils, 
blocks, and office equipment represent 
relatively small components of the total 
fixed assets and since they are replaced 
rapidly the depreciation on these items was 
not adjusted to a current basis. Therefore, 
the adjustment was applied only to the 
buildings and machinery of the domestic 


Depreciation in 
Current Dollars 
$4,355 ,356.34 
4,735 ,664.48 
5, 818,484.86 


$2, 239,195.27 
2,627 ,673.31 
3,177 ,099.00 


A complete record on IBM punch cards 
of all buildings and machines was begun 
in 1948, so it was feasible to make this 
adjustment for years beginning with 1948. 

The card for each machine and each 
building contains the original cost, de- 
preciation reserve, unrecovered cost, and 
the depreciation for the period. The ad- 
justment of depreciation from original 
cost to a current basis required an addi- 
tional set of IBM cards summarizing the 
above data according to the year of ac- 
quisition. These summary cards contain 
the necessary index to adjust the deprecia- 
tion and the unrecovered cost to a cur- 
rent basis, thus enabling the calculation 
to be performed automatically. 

As previously indicated the index used 
is an average of the “Construction Cost 
Index” and the “Building Cost Index” 
published by the Engineering News-Record. 
(Base 1913= 100.) Since there were so few 
buildings and machines with acquisition 
dates prior to 1913 all assets acquired be- 
fore 1913 were treated as having 1913 
costs. 

The actual adjustment of the estimated 
depreciation on buldings and machinery 
for 1948 for Plant No. 4 is contained in 
Table I. Since the adjustment for other 
years and for the other plants were cal- 
culated in exactly the same manner, the 
detailed calculations are not included in 
this table. Plant No. 4 was selected because 
it has a large number of machines and 
buildings with a wide range of acquisition 
dates. 

RESULTS 

The significance and importance of 
converting depreciation from an original 
cost basis to a current cost basis can be 
determined by examining the following 
summary: 


Per Cent of 
Increases 

$2,116, 161.07 95 
2,106,991 .17 81 
2,641, 385.86 83 
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The adjusted depreciation in terms of depreciation should be charged by the 
current dollars is almost double the de- Armstrong Cork Company in order to 
preciation based on original cost, which maintain its capital. 

means that approximately twice as much A figure of over $2,000,000 as the excess 


TABLE 1-a TABLE 1-b 
Piant No. 4—MAcHINERY Prant No. 4—BuILpincs 


ApJUSTMENT OF ESTIMATED DEPRECIATION FROM ADJUSTMENT O¥ EstTIMATED DEPRECIATION FROM 
ORIGINAL Cost Basis TO A CURRENT DOLLAR Oricinat Cost Basis TO A CURRENT DOLLAR 
Basis FOR YEAR ENDING June 30, 1948 Basis FoR YEAR ENDING June 30, 1948 


Year Depreciation 
Purchased on Cost Index 


1907 
1908 
1909 
1910 


403 
403 
403 
13,291.02 


16,938.01 

5,836.97 
42,489.70 
39,711.85 
11,793.55 
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1911 
1912 
1913 
1914 
1915 
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1916 
1917 
1918 
1919 
1920 


1921 
1922 
1923 
1924 
1925 


1926 32,157.10 
1927 26, 837.25 
1928 

1929 9,016. 

1930 10,559.32 


1931 

1932 

1933 

1934 208. 
1935 5,452.39 


1936 , 17,433.56 
‘ 57,765.16 


Nee 


Re 


8 


aw 


4 
29 
20 

9, 
69 
56 


ERRES 


a8 


17,252.56 


12,631.22 16,799.52 
55,468.13 62,124.31 


$527,698.36 $1,053 441.08 
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of depreciation in current dollars over the 
depreciation on original cost does not seem 
very large when compared with the total 
deductions from revenue of over 
$130,000,000, but when compared with 
the yearly net profit of approximately 
$10,000,000 it becomes a very significant 
amount. Of the $10,000,000 profit, about 
20% should be retained in order to main- 
tain the capital intact. In other words, 
only about $8,000,000 can be distributed 
and leave the company as well off as at 
the beginning of the period.” 

The total underdepreciation of almost 
$7,000,000 for the three years 1948-50 
becomes even more significant when stud- 
ied in light of a total earned surplus of 
$40,000,000. If it had been possible to have 
made the calculations for the past ten 
years, the total underdepreciation prob- 
ably would have been at least one-third of 
the earned surplus balance of 1950. 

In order to continue the process of ad- 
justment to show the book value of build- 
ings and machinery on a current basis, the 
same indexes were applied to the unre- 
covered value based on cost to obtain the 
unrecovered value in current dollars. The 
effect can be determined from the follow- 
ing summary: 


Unrecovered 
Value Based 
on Cost 


$15 , 860,638.40 


Buildings 


times as much as the unrecovered value 
based on cost. In the case of buildings it 
was more than double and for machinery 
it was almost one and one-half. The cur. 
rent values shown above are very impor. 
tant in determining insurable values, be- 
cause a company cannot afford to calculate 
possible fire loss on cost when in many in- 
stances the replacement cost is more than 
double the original cost. 


ACCOUNTING PROCEDURE 


There are two important reasons why 
these adjustments to show changes in the 
value of the dollar should be shown as 
supplementary reports and not as a part 
of the regular financial statements. In 
the first place, the tax authorities, regula- 
tory bodies, supervisory agencies, public 
auditors and the stock exchanges require 
that the accounts be based on cost and 
that no allowance for changes in price 
levels be made in calculating the net 
profit. In the second place, it is highly 
desirable to have both types of statements 
since the regular statements reveal man- 
agement’s ability to maximize mixed 
profits (economic profits plus or minus 
price gains or losses) and the supplemen- 
tary statements reflect economic net in- 


Unrecovered Value 


in Current Per Cent 


Dollars 


32,659, 714.40 
26, 116, 104.91 


Difference 


$16, 799,076.00 
8.473,662.22 


Total as of 6/30/48 $33 , 503,081.09 


$16,621 , 439.38 
21,170,466.35 


Buildings 


$58, 775,819.31 


$33,991, 234.19 
28,872, 592.03 


$25,272, 738.22 


$17 369,794.81 
7, 702,125.68 


$37 , 791,905.73 


$21,024,023 .16 
25 646,377.04 


$62 , 863,826.22 


$42, 837,467.73 
36, 288,728.27 


$46,670, 400.20 


The unrecovered value based on cur- 
vent cost is about one and three-fourths 


12 Complete adjustment of all items would change 
this amount. 


$79, 126,196.45 


$25 071,920.49 


$21, 813 444.57 
10, 642,351.68 


$32,455 796.25 
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come and measure management’s success 

or failure in maximizing pure profits. 
Some economists and businessmen a¢- 

vocate accounting methods which would 
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reflect economic profit only. This view- 
point is defended on the grounds that this 
is the amount that can be disposed of and 
have the business as well off at the end of 
the period as at the beginning of the period. 
The idea has sufficient merit to warrant 
the compilation of supplementary state- 
ments, but this measure of business prof- 
its ignores management’s success or 
failure in buying and selling and therefore 
is incomplete. 

Undoubtedly, the two elements of mixed 
profit, economic profit, and the price gains, 
should be shown separately for presenta- 
tional purposes; but both elements should 
be considered in evaluating the success of 
a business. For example, it would be 
ridiculous to encourage management to 
maximize economic profits irrespective of 
price losses which might be sustained. 
Business should and does aim at maximiz- 
ing profits; therefore it is necessary to pre- 
sent the conventional profit and loss 
statement based on cost as well as the 
supplementary statement showing econom- 
ic income. 

The use of these supplementary state- 
ments would depend on the decisions and 
desires of management, the laws and rules 
of the Treasury Department, the regula- 
tory bodies and the supervisory agencies, 
and the changes in economic conditions. 
Of course, if it is not desirable or feasible 
to adjust the statement completely, the 
adjusted figures for fixed assets can be 
shown parenthetically or as strategically 
located footnotes. 


CONCLUSION 


Both the accountant’s and the econo- 
mist’s measure of value and income are 
needed and both together will serve more 
needs and serve them better than either 
alone. 

From a practical standpoint it is neces- 
sary to retain original cost as the basis 
of accountability and to have a monetary 
measure of income based on cost. In the 
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first place, all tax returns and government 
reports must be on a cost basis. Secondly, 
the money measure of net income based on 
cost is in accord with the public’s under- 
standing of profit, and failure to show this 
figure in the statements will confuse the 
reader and lessen the public’s confidence 
in accounting reports. Thirdly, a money 
measure of net income is necessary in 
order to measure management’s success 
or failure in buying and selling to obtain 
the most favorable price relationships, 
one of the important elements in manage- 
ment’s responsibilities. And finally, origi- 
nal cost data will be necessary for any ad- 
justment to reflect economic values and 
economic income; statements reflecting 
economic data will be more meaningful 
and more useful if reported in conjunction 
with the conventional statements based on 
cost. 

On the other hand, the supplementary 
statements showing economic income and 
the condition of the business as expressed 
in current dollars are very useful to the 
economist and the businessman. The 
economist needs the economic measure of 
income for consolidation into national in- 
come statistics and for economic analysis. 
The economist follows the principle that 
cost should be related to revenue on the 
same price level basis, for the economy 
as a whole is no better or worse off because 
of price change “per se,” inasmuch as 
these price changes do not represent in- 
creases or decreases of the goods produced 
by the economy. Besides meeting the 
requirements of the economist, this pro- 
posal will better serve the needs of the 
businessman who has to consider his busi- 
ness as a continuously functioning “going 
concern.” If the business is to remain in 
operation, it must be able to maintain and 
replace its capital. In order to do this, the 
proposed solution attempts to prevent 
the erosion of capital by calculating the 
real income which is available for distri- 
bution and taxation. 


ue 
it 
ry 
ur- 
be 
ate 
in- 
hy 
the 
as 
art 
In 
ila- 
blic 
ir 
n 
rice 
net 
hly 
nts 
an- 
xed 
nus 
in- 

i 

cess 
ad- 


THE “LIFO-OR-MARKET” PLAN 


K. ENGELMANN 
Accounting Director, National Board, YMCA 
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Inventory Pricing,” the American 

Management Association has re- 
cently published the report on a panel 
session which formed a part of the Associa- 
tion’s Financial Management Conference 
in New York City in November 1951. 
The leading Article therein is a paper read 
by Mr. H. T. McAnly on “How Uniform- 
ity in Inventory Pricing can be Accom- 
plished.” 

The main object of the said paper is a 
proposed amendment to the tax iaws to 
“remove the last obstacle to the immediate 
adoption of LIFO and to the establishment 
of substantial uniformity in inventory 
valuations, preventing further inflation 
of profits if prices continue to rise.” 

That “last obstacle” to an immediate 
and general adoption of LIFO is seen in the 
provision of the present Internal Revenue 
Code which requires that once a company 
goes on LIFO, the beginning cost values 
assigned to the inventory remain a floor 
for all future income determination. Pres- 
ent law does not admit a write-down of 
inventory values to cost if prices go below 
those applied in a company’s LIFO in- 
ventory. 

Mr. McAnly believes that, under pres- 
ent circumstances, many companies are 
likely to delay the adoption of LIFO, 
awaiting some future time when cost price 
levels may reach a lower point. “In the 
meantime,” as he states it, “the overstate- 
ment of inventory and profits and the con- 
fusion in the comparison of reported profits 
will continue.” 

If, in other words, companies adopting 
LIFO were permitted to adjust their cost 
basis to the lower price level which may 
prevail at the end of a year when prices 
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have declined, most now hesitant would 
adopt LIFO, uniformity of inventory 
pricing would be reached, and the over- 
statement of profits generally avoided. 

A corresponding amendment which Con- 
gress has had under consideration for 
several months is characterized in Mr. 
McAnly’s paper as follows: 

“The amendment simply provides that 
when end-of-the-year cost prices go below 
those reflected in an individual company’s 
LIFO calculation, the company will at 
that time be permitted to adjust its LIFO 
cost base to the ending current cost or 
market for the purpose of that year’s 
income determination and as a new LIFO 
cost base for future years’ income deter- 
mination.” 

As “simple’’ as the provision outlined 
in the above quotation may appear, a 
careful consideration of its implications 
is recommended. 

No doubt exists that it is highly desir- 
able to reach uniformity of inventory 
pricing methods and to develop methods 
by which inflated profits would be elimi- 
nated generally. The question is whether 
or not these goals would be reached if the 
proposed amendment became law, and 
at what price. 

With regard to the expectation that the 
LIFO method would be accepted by most 
companies once the amendment has elimi- 
nated the ‘“‘main obstacle,”’ some doubts 
may be justified. If 85 to 90% of the 
American companies do not apply LIFO, 
as one of the panel members of the 
Financial Management Conference esti- 
mates, they may do so to a considerable 
extent for other reasons than the one in 
which Mr. McAnly sees the “main ob- 
stacle.” The numerous objections made 


age 

the 

arg 

acce 

dan 

met 

seri 

twe 

ente 

Ii 

co 

lege 

tha 

pric 

val 

tion 

oft 

whi 

cou 

wor 

= Mr. 

slo 

cha 

suc 

bel 

flatec 


against LIFO over the many years since 
the method was first presented to the 
public, evidence the fact that other serious 
arguments are behind the reluctance of 
accepting LIFO. Among these is the 
danger of inconsistency through changing 
methods when the trend changes, and its 
serious consequences in comparisons be- 
tween different periods and different 
enterprises.’ 

If the proposed amendment should be- 
come law, such inconsistency would be 
legalized; it should clearly be understood 
that the right to adjust the inventory 
price level downward to lower market 
values does not represent a mere modifica- 
tion of LIFO; it is a complete reversal 
of the method for the year at the end of 
which the adjustment is made. This fact 
could easily be overlooked, because the 
wording of the amendment as described in 
Mr. McAnly’s paper may give the impres- 
sion that it would effect only a minor 
change of the LIFO method itself which, as 
such, would remain intact. 

That this is not the case, will be shown 
below. The sample calculation presented 


1See Konrad Engelmann, ‘How to Deal with In- 
flated Profits, Journal of Accountancy, March, 1948. 
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in the next paragraphs proves that, if an 
adjustment as proposed is made at the 
end of a year of changing conditions, the 
foregoing LIFO results are completely 
eliminated and exactly the same Balance 
Sheet and Income Statement figures re- 
sult, as if FIFO had been applied during 
the whole year. 

Under the supposition that, at the begin- 
ning of a year, 10,000 units of a certain 
material at $10 per unit were in stock, 
that 15,000 new units were purchased and 
sold during the first half of the year when 
the price goes up to $12, that 15,000 addi- 
tional units were purchased and sold over 
the second half of the year when the price 
goes down to $7, the remaining stock at 
the end of the year would again be 10,000 
units. Under FIFO, the operations re- 
flected in the company’s books are given 
at the bottom of this page. 


Charges against income are: 


Cost of Sales 1st half of year............. $160,000 
Cost of Sales 2nd half of year............ 155,000 


Under LIFO, the same operations are 
accounted for as follows, if the amendment 


Purchases first half of the year: 15,000 units at 180,000 
Sales first half of the year: 15,000 units of which 280 ,000 
120,000 
Purchases second half of the year: 15,000 units at 7..............cccccccccecccecccenes 105 ,000 
225,000 
Sales second half of the year: 15,000 units of which 


Inventory December 31: 


10,000 units at 7 
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under discussion is applied: 
Inventory January ist: 


Purchases first half of the year: 


Sales first half of the year: 


Purchases second half of the year: 15,000 units at 7 


Sales second half of the year: 


Inventory December 31: 


Adjustment to market value: 
(10 minus 7) 


Adjusted Inventory December 31: 10,000 units at 7 


Charges against income are: 


Cost of Sales 1st half of year 
Cost of Sales 2nd half of year 
Price adjustment 12/31 


The adjustment as reflected in the sec- 
ond part of the above sample effects the 
balance sheet, and the income statement 
shows exactly the same results as if the 
company had been on FIFO from the 
beginning of the year. The proposed 
method would, therefore, in effect author- 
ize changing methods under changing 
conditions. 

Officially, however, the company would 
remain on LIFO; if prices were to rise in 
the following year, the company would 
have the benefit of the LIFO method to 
charge against sales the last and highest 
prices; if prices decline further, another 
adjustment at the end of the ensuring 
year would bring to the company the 
benefit of another deduction to share the 
FIFO prerogatives. 

Under these circumstances, the amended 
LIFO method, which some writers call 


15,000 units at 7 


15,000 units at 12 


15,000 units at 12 


10,000 units at 10 
10,000 units at 3 


“LIFO or market whichever is lower,” 
would better be characterized as “‘LIFO 
or Non-LIFO whichever is more conven- 
ient for tax purposes.” If adopted, the 
Internal Revenue Code would favor a 
principle of expediency to dominate one 
of the most important fields of accounting, 
in contrast to the principle of consistency 
which is one of the main prerequisites of 
every sound accounting system. 

Some readers of the McAnly paper may 
be impressed by the evident injustice done 
to LIFO companies under the circum- 
tances as described in the two samples 
given in that article. In these two samples, 
the fact is omitted that a complete cycle 
of rising and sinking prices should be in- 
vestigated in order to show clearly the 
effects of the two different methods with 
regard to taxes and income. The compati- 
son should not end at the point where 
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prices begin to decline, because a new 
upward-trend would bring the former 
advantages back to the LIFO companies 
and so balance out the temporary dis- 
advantage of being “denied the right to 
take the loss as a tax deduction.” 

The problem under discussion should 
also be looked at under another more gen- 
eral aspect: “LIFO or market” repre- 
sents apparently a modification of the old 
“Cost of market” principle, which has 
dominated inventory valuation long before 
FIFO or LIFO or other new ideologies 
came into the picture. ‘“‘Cost or market” 
was for generations one of the cornerstones 
of the principle of conservatism in account- 
ing. “LIFO or market” may, for this rea- 
son, attract all those who regard conserva- 
tism as the first principle to be followed. 
It may be stated, in this connection, that 
the “cost of market” principle is not un- 
disputed. Since accounting comes more and 
more to the recognition that preference 
should be given to an exact record of in- 
come and expense of a given period—more 
than to balance sheet values at the end of 
the period—the principle of conservatism 
seems to be somewhat overshadowed by 
the so-called realization principle, i.e., the 
tule that realized profits and losses only 
should be reflected in the accounts. Lead- 
ing accountants in the United States, as 
well as in other countries now recommend 
that the “cost or market” principle be 
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abandoned, because it treats unrealized 
losses in the same way as losses which 
actually have occurred, and it distorts the 
income records of later periods.” 

As it is a general rule that unrealized 
rrofits are to be excluded from income, 
it represents an inconsistency to account 
for unrealized losses such as the write- 
down of inventory values to lower market 
prices. Such inconsistency is particularly 
disturbing under LIFO, because LIFO 
expresses a more dynamic concept of 
business economics than the formerly 
dominating ideology of balance sheet 
statics. 

The proposed “LIFO or market’”’ plan 
seems, therefore, to involve a two-fold 
inconsistency; it subordinates basic meth- 
ods to the hazards of the conjunctural 
development by changing them according 
to the price trend, and it reinstates a prin- 
ciple which is not in line with the actual 
tendency to account for the effects of 
realized transactions only. 

Under these aspects, it must be strongly 
recommended that the accounting profes- 
sion abstain from backing the “LIFO or 
market” plan. Otherwise it might become 
awkward for accountants to answer the 
reproach of being guided by tax and simi- 
lar considerations rather than by sound 
principles. 

2 See the paragraph “‘Criticism of Cost or Market,” 
Accountanis Handbook, 3d ed., p. 562. 
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CURRICULUM BUILDING FOR PROSPEC. 
TIVE INDUSTRIAL ACCOUNTANTS* 


RUSSELL BOWERS 
Professor, University of Georgia 


HE MOST FIRMLY ESTABLISHED CON- 
vicTION which I hold concerning the 
building of an educational curricu- 
lum is that educational aims and methods 
are elusive. These aims and methods are 
difficult to grasp, easy to lose, and con- 
stantly require further search. It is there- 
fore more fitting here that we stimulate 
thought and intelligent discussion than 
that we prescribe a specific program. If 
I can present some of the issues of curricu- 
lum building in a challenging form my 
purpose shall have been fulfilled. I offer 
this safe statement of purpose in part as 
an apology, for some things which I shall 
suggest are so far from generally accepted 
practice that I have no doubt of arousing 
considerable disagreement. 

In the preparation of this program refer- 
ence has been made to the training of in- 
dustrial accountants comparable with that 
of medical doctors and lawyers. Medical 
doctors and lawyers are professional men 
whose pre-professional training meets 
severe standards. These standards con- 
sider the welfare of the patient or client 
as well as that of the candidate to the pro- 
fession. To a great extent this is also true 
in public accounting. In building a curricu- 
lum for prospective industrial accountants 
we must first decide if we are prepared to 
meet such pre-professional standards with- 
out merely duplicating the preparation of 
the public accountant. 

The curriculum for prospective indus- 
trial accountants might begin from either 
of two viewpoints. One is that of taking 
a conventional body of subject matter 


* Presented at the Southeastern Regional meeting of 
the American Accounting Association at Tuscaloosa, 
Alabama, May 2, 1952. 


which is organized into textbooks and 
inadvertently presenting this material as 
an end in itself. Almost needless to say 
this approach takes the more difficult part 
of curriculum building for granted. Thus, 
the curriculum builder would only select 
and prescribe course titles; the instructor 
would follow up the routine task of pre 
senting the “tried and the true” while 
keeping student interest alive and enhane- 
ing it as much as possible. The aim of each 
course in such a curriculum is to “give the 
student a good understanding of” some- 
thing or other which is rarely well defined. 
The principal defect of this approach is its 


poor adaptability to the needs of a chang- § 


ing world. 

A different approach would place less 
emphasis on conventional course content 
as pertains to both subject matter and 
method of teaching. In the beginning there 
would be little apparent presumption of a 
fixed body of subject matter to be covered 
or learned, but the instructor, of course, 
would have an abundance of subject mat- 
ter at hand. This is based partly on the 
belief that the candidate to a major pre 
fession cannot know long in advance 
much about what the later requirements 
of his profession will be. The student 
must discover these objectives as his edu- 
cational development unfolds, and _ his 
opinions will not be held for long. Most of 
this curriculum would be prescribed with 
but few elective courses. Instead of sub- 
ject matter to be taught, the learning 
process would be the focus of attention. 
But selecting a profession would not there- 
by set a rigid mould of educational rou- 
tine; it would, however, presuppose 4 
severe educational discipline. Important 
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would be not what the student learns, but 
how he learns it. The instructor’s function 
would not be to dispense information any 
more than it would be the function of the 
student to perform prescribed educational 
chores. The instructor’s function would be 
to create situations designed to force the 
student to apply his present mental pow- 
ers to the acquisition of new powers. Suc- 
cess in a course would be judged not by 
the student’s interest, but by his acquired 
power to perform. This is measured by the 
difference between his power at the end 
of the course and that which he possessed 
at the beginning and minus that which 
he would have acquired anyway as a result 
of having spent his time elsewhere and 
becoming just a little older. 

One of the foremost requirements of a 
professional man is that he be a competent 
diagnostician of value to his patient or 
client. Any professional work in large part 
consists in a type of problem solving ac- 
tivity which begins as a diagnosis. Ac- 
cordingly, I would state as a primary aim 
of the curriculum practical familiarity 
with an orderly problem solving method. 
This method can be made the common 
core of many courses and can give unity 
to the curriculum as a whole. Of the thou- 
sands of students I have seen as college 
graduates but few have been aware that 
the treatment of a great variety of pro- 
fessional problems can be reduced to a 
useful formal method and learned as sub- 
ject matter. While this deficiency is apt 
to be especially true of the graduate of a 
liberal arts program, it is often true of 
graduates in the sciences and professions. 
I would be the last to disparage the arts, 
literature, and languages as a desirable 
part of any professional development, but 
if these cultural subjects are included in 
the curriculum, as they should be, they 
must be integrated into it and not merely 
grafted onto it. 

I shall not take time to describe fully 
what I mean by problem solving method, 
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but I shall say that it offers the most con- 
structive approach to any professional 
curriculum. The lack of conscious effort 
to incorporate this method into the curric- 
ulum usually neglects two of its funda- 
mental stages, the first and the last. In the 
first stage the student should be taught to 
examine a situation or set of facts critically 
with the purpose of determining the char- 
acter of the problem which he himself 
will consciously formulate. This approach 
is apt to be discouraging to one not ac- 
customed to its use. It is in this stage of 
learning that the student’s frustration 
will be great, and in it also lies the instruc- 
tor’s greatest temptation to cheat the 
student of an opportunity to learn. It is 
too easy and comforting to give the stu- 
dent an answer to help him out of a per- 
plexing situation if the instructor knows 
the answer, as he presumably does; or 
what is worse, is to avoid getting the stu- 
dent into a similar difficult situation a 
second time because of the initial nausea 
of having to overcome any novel difficulty. 
Such answer book teaching methods are 
to be discouraged. Psychologists and edu- 
cators have long been aware of the use of 
inductive methods in teaching. Education 
departments have talked about it. Ac- 
counting teachers have not always used 
it. I shall only mention in passing the last 
stage of good problem method, namely not 
only checking results for the sake of the 
solution but review for the purpose of see- 
ing what can be learned with respect to 
principles useful in the treatment of later 
problems. 

A distinction need be drawn between 
learning how to deal with a professional 
problem and mere training. The latter is 
confined to the development of such skills 
as will enable the trainee to handle routine 
situations. The trainee will be a technician 
whose qualitatively inferior preparation 
makes him less adaptable. He acquires 
knowledge of how to do a job which al- 
ready has been created by someone else. 
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The graduate of the four-year curriculum 
should have preparation which is quali- 
tatively superior to that of the trainee. 
For professional preparation more atten- 
tion would be given to methods capable of 
wider application and possible creative 
activity. 

In comparing mere training with basic 
professional preparation there is more dis- 
cernible difference between the teaching 
methods used than there is between course 
titles and descriptions of course subject 
matter. A pre-professional curriculum 
which ignores this difference is apt to be 
sterile. One simply cannot tell much about 
the quality of a professional preparatory 
program by reference only to the curricu- 
lum as usually presented in a college cata- 
log. 

Learning how to operate the most mod- 
ern bookkeeping machine may be useful, 
but if it is just as difficult to learn how to 
operate a new machine as the old, then 
this kind of teaching fails to meet the ob- 
jectives and is exceedingly wasteful if 
taught as part of a lengthy professional 
preparation. Pen and pencil mechanics in 
bookkeeping fortunately have more than 
one purpose. They can be wasteful of time 
or they can be used for the inductive teach- 
ing of accounting principles. Emphasis 
should be placed upon the usefulness of 
any information recorded, analyzed, and 
interpreted equally as well as upon the 
procedure in presenting it. Modern ma- 
chine techniques make this more impera- 
tive than ever. I trust, of course, that 
nothing which I say here will be taken to 
mean a disparagement of specialized prepa- 
ration, but the specialty must be compre- 
hensively defined. 

It should be noted that in any of the 
professions the specialist becomes effec- 
tively specialized only long after a thor- 
ough basic schooling in matters which are 
only more or less related to the specialty. 
Only thus can a useful specialty be identi- 


fied. We cannot hope to train professional 
specialists in college. The college curricu- 
lum can only show the student something 
about how to become an industrial ac- 
counting specialist in later life. According. 
ly the teaching of mere facts should be 
discouraged if not abolished, and in its 
place should be a problem solving method 
which will use problems for the sake of 
giving context to facts and principles and 
habits of work. Neither fact nor principle 
can be learned profitably in isolation from 
such a context in use. A student should 
have to define his own problem. Once he 
has defined it he should have to decide 
what facts are relevant just as he will 
have to do on the job. Then he will leam 
the importance of search for relevant facts, 
This process of learning how to learn may 
be translated verbally into learning how 
to study without loss of substance. Learn- 
ing how to study effectively can be done 
only by practice on a problem type of 
activity which requires self-imposed disci- 
pline, and it is not to be confused with the 
educational chore of manipulating various 
routine classroom exercises. 

In the pre-professional program respect 
for thoroughness can be indoctrinated. 
And since subject matter outside the con- 
text of a particular problem is apt to be 
without bounds, the notion of thorough- 
ness becomes vague and meaningless with- 
out this methodological approach. A sec- 
ond objective of the curriculum should be 
the promotion of both the desire and the 
competence for further study. I mean the 
desire and ability to study under one’s 
own power. This statement is not intended 
to be a plug for developing bigger graduate 
schools. It is an evaluation of the under 
graduate program. Much of present adult 
education is an indictment of the effective- 
ness of previous training. In building this 
kind of curriculum there is great opportu- 
nity always for the judicious selection of 
appropriate problem types. This selection J 
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should be done for each course with the 
curriculum as a whole in mind and with 
the object of avoiding duplication on the 
one hand while making desirable use of 
repetition in various courses on the other. 

The public accountant often can confine 
himself to the recording, analyzing, and 
interpreting of historical transactions. He 
can be the watchdog for fraud, embezzle- 
ment, and the execution of existing con- 
tractual and other legal relationships. In 
the past the general accounting curriculum 
seems to have been dominated excessively 
by this point of view. The accounting 
process begins with the purchase commit- 
ment and ends with the sale, the alpha 
and the omega of the accounting data, both 
historical transactions. Anything which 
pertains to the future can be dismissed as 
anybody’s guess. The public accountant 
generally disclaims responsibility for pre- 
dictions; yet predictions have their place 
in planning and budgeting. I do not know 
if it is the proper function of any account- 
ant to make decisions pertaining to the 
future commitments of a business, but I 
do know that making these decisions is a 
vital part of the success of any business. 

Basic to any curriculum in accounting 
should be the concepts of charge and dis- 
charge of assets and equities and the legal 
and economic relationships attendant 
thereto. Basic also is the analysis and as- 
signment of cost to production and to 
tevenue. This would orient the basic 
work of the accounting core of the curricu- 
lum to the measurement of income and loss 
and reporting the management’s steward- 
ship. But in carrying out this procedure 
it is equally important to give attention to 
the problems of administrative control. 
I would contend that industrial accounting 
has two functions to perform, one the 
measurement of income and the other the 
collection and presentation of data useful 
for management in directing the economic 
activities of the firm. These two objectives 


are not always accomplished by similar 
procedure, but at least some attention 
must be given to each, and it is unfortunate 
if either is emphasized to the exclusion of 
the other. 

As an aid to management the industrial 
accountant has responsibilities which ex- 
ceed those of the public accountant. If 
historical records have value as guides 
to the future, it is based on the assumption 
that the future will be a continuation of 
the past. But the crucial problem always 
is to decide how or why the future will or 
will not be a continuation of the past. 
If the industrial accountant disclaims 
responsibility for this decision, he might 
be staying within the tried and true course 
of accounting tradition, but he will be 
disclaiming responsibility for a closely 
related and vital problem. This problem 
might not be one for the public accountant, 
but I would make it the province of the 
industrial accountant at least to the extent 
of his preparatory education. 

Historical accounts give too little at- 
tention to the preparation of the budget. 
If it is useful for management to compare 
past performance with ex-post expecta- 
tions, then the expectations are as im- 
portant as the results of past performance. 
Excessive emphasis on historical record 
keeping makes many present accounting 
programs ill suited to the prospective 
industrial accountant. The personnel of 
industrial accountants has been drawn 
largely from the ranks of men with public 
accounting training and experience. On 
the other hand, managers often have not 
risen through the ranks of accounting. 
I would propose a closer fusion of these 
two and in so doing would make budget 
preparation as important as_ historical 
record keeping. This would be introduced 
at a very early stage in the curriculum. 

If the purpose of an industrial enterprise 
is the coordination and execution of eco- 
nomic activity, it would seem that the 


al 
u- 
ng 
g- 
be 
its 
od 
of 
nd 
Dle 
om 
Id 
he 
ide 
im 
ts, 
ay 
ne 
of 
he 
US 
ct 
ed. 
be & 
th- 
C- 
be 
he § 
he 
e’s 
led 
ate 
er- 
ult @ 
his 
tu- 
of 
ion 


62 The Accounting Review 


budget is the cutting tvol of the business 
firm’s economic progress fully as much as 
the facts of transactions performed. Yet 
a search through economic and business 
literature will show a neglect of the prob- 
lem of how such business decisions are 
made. Hence, there is little suitable ma- 
terial for course work on planning and 
budgeting. Compare the number of avail- 
able textbooks in accounting from the 
public accountant’s viewpoint with those 
which deal with budgetary problems and 
you will see what I mean. Even the avail- 
able textbooks on budgeting are too con- 
fined to the mere orderly presentation of 
budgetary figures after the real budgetary 
decisions have been made by the author 
and concealed by omission. Little atten- 
tion is given to the making of decisions 
which enter into the derivation of the 
budgetary data. This field should offer op- 
portunity for creative development by the 
future industrial accountant just as his- 
torical accounting has offered opportunity 
for development in the past. 

In building a curriculum the student 
as well as the curriculum itself must be 
the proper focus of attention. Accordingly, 
we must face the fact that great numbers of 
students who financially justify the execu- 
tion of any curriculum will not become 
industrial or any other kind of professional 
accountant. Our statement of the case 
would not be complete if we failed to 
take these students into consideration. 
The percentage of students who reason- 
ably aspire to become C.P.A.’s is so small 
that no college would care to boast of the 
ratio of its C.P.A. graduates to its total 
accounting enrollment. And while the 
prospects for placement in jobs for in- 
dustrial accountants seems greater, even 
so the prospective enrollment of those 
whose major interest is something other 
than accounting is too large to be ignored. 
But I would recommend to all the same 
common basic course in accounting regard- 


less of their later profession. This can be 
done if methods of study instead of facts 
be made the substance of the course. Any 
necessary differences in curriculum would 
be confined to more specialized courses at 
an advanced level, and these I believe 
could be surprisingly few. The major ac. 
complishments of the basic courses would 
be valuable in many related fields of busi- 
ness if they were properly taught. In this 
respect, I would have no place for the sur- 
vey course which conveys a breadth of 
information without meeting rigorous 
standards of problem handling method and 
the orderly reporting of results not only 
with respect to statistical tabulation but 
also with respect to a fluent use of English 
and at least mastery of elementary mathe- 
matics and something of the natural sci- 
ences. Of truly fundamental accounting 
principles learned by the use of proper 
mechanics instead of a special accounting 
routine learned by memory, I do not be- 
lieve any serious-minded student would 
have ground for complaint that he is 
spending too much time with details of 
little professional value. Survey courses 
which lack rigor and discipline for any 
reason whatever cannot create respect for 
the kind of activity involved, and they 
might easily do the opposite. I refer of 
course to students who do have an interest 
in a profession of some kind. 

Aside from better selection of subject 
matter and methods of teaching account- 
ing per se I would, in view of the impor- 
tance of budget preparation, insist on the 
study of methods and results in social 
economic analysis. The industrial account- 
ant should be impressed by the operation 
of the determinants of the national level 
of employment, production, and income. 
He should be impressed also with methods 
of market research and price policy. But 
what is more to the point here is that 
these courses of study be integrated and 
the interrelationships be made more ob- 
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yious than I fear is often done at the pres- 
ent time. It might help if the content of 
all courses were re-examined with the in- 
tent of attaining greater integration for 
the curriculum as a whole. This would 
include examining every course from Eng- 
lish Composition to Physics, Chemistry, 
and Advanced Mathematics. Here the 
professional problem would take prece- 
dence over other specialized course con- 
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tent taught as an end in itself. And the 
instructors in these courses would not be 
strangers in interest, but each would know 
more about what the other does. This 
integration might be accomplished through 
the cooperation of the various faculties, 
but I am sure it cannot be done so long as 
the greatest common interest of all is the 
college catalog. 
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ADMINISTRATIVE ACCOUNTING IN THE 
ACCOUNTING CURRICULUM 


G. WINSTON SUMMERHILL 
Assistant Professor, University of Florida 


HERE IS a healthy difference of 
opinion concerning the scope which 
may justly be assigned the account- 
ing courses of a well-integrated collegiate 
curriculum in business administration at 
both the undergraduate and at the gradu- 
ate levels. There are clearly discernible 
trends of emphasis among the offerings of 
the collegiate schools of business in the 
United States. Although educational forces 
may be detected and projected into the 
future with questionable accuracy, it is 
possible to secure some guidance in ac- 
counting curriculum policy-making by an 
exploratory survey of current conditions. 
Interpretive observations of any great 
validity must await a full-scale research 
endeavor aimed at the renovation and 
refurbishment of the accounting curricu- 
lum in the light of reliable evidence that 
such changes would be justified by sound 
educational aims. This paper is an at- 
tempt to “sift out” some of the educational 
forces which have formed our accounting 
curricula of the past and which may be 
expected to shape the developments of 
the future. 

An important set of forces is contribut- 
ing to the development of the field of ad- 
ministrative accounting and may be ex- 
pected to affect the basic curricula of our 
schools of business and industrial adminis- 
tration. There is considerable apparent 
argument concerning the degree of empha- 
sis which should be< ‘igned the currently 
basic segments of the administrative curri- 
culum. The liaison (and the quality of the 
relationships) between the staff of the 
divisions of marketing, finance, manage- 


ment, economics and accounting ofte 
has an important bearing upon the content 
and scope of the accounting courses which 


will be offered by the accounting division, J 


A well-integrated curriculum in busines 
administration requires extensive curricv- 
lum-planning work by an interdisciplinary 
policy group. It is entirely possible that 
because of the current attention to the 
specific problems of controllership educa- 
tion, improvements of significant character 
will be made in the accounting curriculum. 
In addition, there may develop among the 
other divisions of the College of Busines 
a more wide acceptance of accounting-type 
discipline as an importnat segment of the 
training of the professional administrator 
at all levels of his collegiate career. The 
marked success at a variety of genera 


business occupations of the student with § 


concentrated study in accounting is indic- 
ative of the presence of a fundamental 
discipline of high educative value within 
the limited confines of the accounting 
curriculum, as it is generally found in col- 
legiate schools of business. 

Accounting as a principle and as a tech- 
nique occupies a unique position among the 
instructional offerings of an administra 
tive curriculum. It is regarded by many as 
strictly an instrument of financial control. 
Others have assumed it to be a highly 
specialized technique. As presented i 
some classrooms it is perhaps merely 4 
highly specialized technique of little funds 
mental educational value. However, it is 
becoming increasingly clear as we investi 
gate the basic concepts of accounting i 
its administrative phases that it is an i 


syster 
forces 


ber o! 
a size; 
ficatic 
place 
ating 
“nety 
whose 
impo: 
ducti' 


tellect 

scope. 

ing fa 
has b 

| praisa 
by pre 
ship 

Th 
contre 
sonne 

| other 
vided 
round 

educa 

devel 

admit 
in the 

ties t 
by th 

“cont 

scale 

opera 

In 

deve 
ing u 

| it ma 
cerni 

polic 

com 
schoc 

| and 
State 

from 


HE 


often 
ontent 
which 


Vision, 


Isiness 
IITicu- 
inary 
e that 
to the 
=luca- 
acter 
‘ulum. 
ng the 
siness 
g-type 
of the 
trator 
The 
eneral 


t with 


indic- 
nental 
within 
inting 
in col- 


 tech- 
ng the 
ristra- 
Any as 
ntrol. 
highly 
ed in 
rely 4 
unda- 
, it is 
vesti- 
ing in 
an il- 


Administrative Accounting in Accounting Curriculum 65 


tellectual discipline of great depth and 
scope. Not the least among the contribut- 
ing factors in this developing recognition 
has been the piercing analysis and ap- 
praisal of collegiate accounting curricula 
by professional accountants in controller- 
ship practice. 

The practical working liaison between 
controllers and the other operating per- 
sonnel of industrial, governmental and 
other units of organized activity has pro- 
vided stimulus to the development of well- 
rounded accounting concepts of prime 
educative value. It is possible that as these 
developments continue that accounting 
administrators will become more broad 
in their function and in their responsibili- 
ties than is presently indicated as possible 
by the limited concepts of “control” and 
“controller.’’ The “controller” in the large 


scale organization of today is the chief 


operating officer of a “communications 
system”’ requiring the coordination of large 
forces of operating personnel, a great num- 
ber of complex machines and devices and 
asizeable monetary investment. The rami- 
fications of this “communications system” 
place heavy responsibilities upon its oper- 
ating personnel in the monitoring of the 
“network” of organizational relationships 
whose effective harnessing is the most 
important factor in the survival and pro- 
ductivity of the modern organization. 


CURRENT AND PAST CURRICULUM 
PATTERNS 


In considering the potential effect of 
developments in administrative account- 
ing upon established curriculum patterns, 
itmay be worthwhile to isolate a few dis- 
cernible conflicts of opinion in educational 
policy. These conflicts are evidenced by a 
comparison of the offerings of collegiate 
schools of business at the undergraduate 
and at the graduate levels in the United 
States today. These observations are taken 
from limited first-hand knowledge of 


several accounting departments and from 
a study of the offerings in accounting 
courses as described in the regularly pub- 
lished university catalogues. 


Patterns by Course Function 


Functionally, the distinction between 
“theory” (basic concepts) and “practice” 
(applied procedure) is relevant to the 
establishment of any meaningful patterns 
for comparative study. From catalogue 
inspection it is difficult to establish the 
degree of emphasis upon “concept-build- 
ing” and upon “procedural analysis,” as 
indicated by the title and the description 
of a course such as may be listed under the 
nomenclature “Principles of Accounting.” 
It is entirely possible that much of the 
material marshalled within this type of 
package is more of the nature of applied 
procedural problem practice material than 
it is the exposition of the theory of the 
basic structure underlying accounting 
principle. Procedural emphasis oftentimes 
obscures a clear understanding of concep- 
tual patterns of tremendous importance to 
the future development of accounting as a 
recognized science. 

Although it may be difficult to ascertain 
the depth and breadth of course content 
under the labels of “Principles of Account- 
ing,” these courses are referred to as the 
so-called “theory” courses of accounting 
curricula. In a study just completed the 
following basic theory courses dealing with 
both simple and complex concepts and 
procedures are found as frequent offerings: 


Principles of Accounting I and II 
Principles of Accounting III and IV 
Principles of Accounting V and VI 
Theory Seminar I and II 


The ‘Principles of Accounting” classified 
as I through V are often found as sequen- 
tial prerequisities, the one for the other, 
and are the required courses of the account- 
ing curriculum. The “Advanced” princi- 
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ples and the “Theory” seminars are found 
chiefly at the graduate level. No attempt 
was made in this study to judge the qual- 
ity of the offerings by the limited descrip- 
tive material furnished in the catalogues. 
However, a correlation was run between 
the schools showing emphasis upon “prin- 
ciples” and “theory” and the character of 
the research sponsored by these schools, 
as listed in the ACCOUNTING REVIEW for 
July, 1951.' Apparently there is stress upon 
the improvement of our grasp of funda- 
mental concepts of accounting and eco- 
nomics by those schools which emphasize 
the theoretical approach. Those schools 
with curricular proliferation in the “ap- 
plied” areas, tend toward the further in- 
vestigation of methodology, procedure and 
technique for specialized practices in ac- 
counting. 

The proliferation of accounting course 
offerings is not so manifest in the “prin- 
ciples” area as it is in the “applied” ac- 
counting area. Some of these applied 
courses pyramid the development of basic 
concepts which may have been improperly 
enunciated in the basic theory courses. 
The defects in the theory courses may lead 
naturally to the development of applied 
courses. As a well-known accounting pro- 
fessor stated recently at one of our Associ- 
ation meetings, “We have sandbagged the 
student into a state of incomprehension 
with emphasis upon form, procedure and 
methodology.” It is possible that the ap- 
plied courses have been offered in a vain 
attempt to correct this curricular disease 
by more of the “sandbagging”’ process at 
advanced levels. 

The evidence of “pyramiding” and 
“sandbagging” is overwhelming in the 
pattern observable in the applied area of 
accounting. Typical offerings of account- 
ing departments of some of our colleges 


1 Ralph C. Jones, “Research Projects in Account- 
ing,” ACCOUNTING REVIEW, July, 1951. 
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of business administration are the folloy. 
ing courses: 


Hotel Accounting 

Public Utility Accounting 
Governmental Accounting 
Financial Accounting 

Municipal Accounting 

C.P.A. Problems 

Personal Tax Accounting 
Industrial Cost Accounting 
Financial Statement Analysis 
Accounting Systems 

Federal Income Tax Accounting 
Machine Methods of Accounting 
Distribution Cost Accounting 
Auditing (Public Accounting) 


These two patterns—from a functional 
standpoint—are basic to the large majority 
of the accounting curricula of our collegiate 
schuols of business. They are referred to 
herein as the basic theory courses and as the 
applied techniques courses. The courses in 
“internal accounting” and “controllership 
practice and problems” have been omitted 
from the listings under these two classifi- 
cations for the present and will be con- 
sidered later as to the question of the 
uniqueness of the contribution which they 
may or may not make to the evolution of 
the accounting curriculum as a whole. 


Patterns by Educational Objective 


Assuming these two functional classifi 
cations to be the basic components out of 
which accounting curriculums are assem- 
bled, it is possible to discern patterns of 
offerings in accordance with the educa- 
tional objectives of various educational 
institutions. The combinations of these 
two functional segments may be observed 
as following certain simple patterns. One 
pattern may be the contrast between 
emphasis on liberal arts courses and ac- 
counting courses. Another may be the 
contrast between emphasis upon other 
professional administrative courses such 
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as management, economics, human rela- 
tions, and economics as distinct from ac- 
counting. And a third may be ascertained 
in the relative degrees of emphasis upon 
accounting theory and applied accounting 
where the accounting department faculty 
has clear freedom to extend its curriculum 
through a wide range of courses. 


Conflict of Opinion 

A definite conflict of opinion exists con- 
cerning the merit of accounting as an 
educational discipline. Regardless of this 
conflict, it is clearly recognized by most 
collegiate schools of business that account- 
ing as a segment of university level educa- 
tion has much to gain and much to give 
from a close affiliation with the other 
fundamental educational disciplines of our 
schools of administration and our colleges 
of liberal arts. A recent statement con- 
cerning the important elements of an 
educational program for developing effec- 
tive administrators for our industrial 
society points up this cleavage of opinion 
concerning the merit of accounting study. 
The dean of a newly-endowed school of 
industrial administration at one of the 
well-established technological institutes of 
this country made the following comment 
indicative of his classification of accounting 
as an intellectual discipline at the college 
level: “In every case I know of, the man 
who is soundly trained in fundamentals 
rather than more narrowly in the detailed 
techniques of a particular job (such as 
time and motion study or a-c-c-o-u-n-t- 
i-n-g) has overtaken the more narrowly 
specialized man at his own specialty in a 
very short time—six months to a year. 
Thus, diversion of our professional schools 
to special spot training for particular... 
skills would be an illusory gain.’” 

It is possible that many of our schools 


* “Education for Management in a Mobilizing Econ- 
omy,” Advanced Management, May, 1951. 


of business administration with large of- 
ferings in the field of accounting conceive 
the bulk of these offerings at the inter- 
mediate and advanced levels to be a serv- 
ice curriculum for training men for prac- 
tice in a profession of limited scope, name- 
ly the practice of professional public ac- 
counting. And as such these schools may 
furnish needed service in the specialized 
education at the adult and post-graduate 
level for men who have already completed 
a degree program in the liberal arts. If so, 
it is an admirable community service and 
should not be the source of conflict of 
opinion concerning the essential ingredi- 
ents of an educational program for pro- 
fessional administrators in business, 
government and the professions. However, 
it would appear that early concentration 
upon accounting technique is too often 
encouraged by ithe accounting depart- 
ments of many of our collegiate schools 
of business at the undergraduate level, 
ruling out attention to other disciplines 
of more fundamental necessity. 

Certainly, too, the conflict of opinion 
concerning the major educational objec- 
tives of our institutions of higher learning 
arises out of the dynamic complexity of 
the “communities” which support and 
use the various colleges of our nation. 
Most of the fundamentally sound educa- 
tional institutions recognize as their chief 
objective the healthy maturation of the 
young citizen and the inculcation of un- 
derstanding toward the future exercise 
of sound judgment in making and in exe- 
cuting wise decisions. Of course, it is neces- 
sary to utilize specialized problems as a 
vehicle for transmitting this understand- 
ing. Knowledge and fact, however, should 
be made the servants of this prime pur- 
pose we seek in educating the young pro- 
fessional. Fact in its overwhelming abun- 
dance may prevent the attainment of our 
fundamental educational objectives. Too 
great use of specialized technique courses 
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in our curricula may stifle the develop- 
ment of creative thought capacities in the 
student. 

It is entirely possible that the pattern 
of the curricular offerings as followed by 
some institutions is in large measure re- 
sponsible for such marked success which 
these institutions have in developing men 
of great creative capacities. It is clearly 
possible to produce such a graduate under 
a variety of educational techniques. Be- 
hind the shell of the course titles there 
stands the experienced and purposeful 
tutor and professor, whose influence and 
judgment determine the extent of the 
development of the student’s intellectual 
and moral potential. Hence, even by care- 
ful inspection of the “sales catalogues” 
of the modern educational enterprise we 
are unable to adjudge the quality of the 
accounting offerings. Of two colleges with 
identical course titles and similar course 
descriptions in the catalogue, the quality 
of the one may be poor and insufficient, 
while the quality of the other may be 
rich and abundant in those characteristics 
most desirable for educating broad-gauge 
administrators and professionals for the 
future. 


Patterns in Conflict 


Here are the most prevalent major pat- 
terns of combinations of theory and ap- 
plied courses found in the curricula of a 
cross section of American colleges and uni- 
versities in the area of accounting. 

(a) A few applied courses with no theory 
courses. This pattern is found in some of 
the liberal arts colleges and in some of the 
“graduate” schools of business. One of the 
graduate schools of business administra- 
tion offers five courses in accounting, none 
of which satisfies the classification of a 
basic theory course. This graduate school 
displays the beginning course under the 
title of “Management Accounting.” An- 


other graduate school names this course 
“Administrative Accounting.” Even where 
there are only a few courses offered in the 
area of accounting, the undergraduate 
schools entitle the course “Principles,” 
“Elementary,” or ‘Fundamental’ ac- 
counting. This first pattern appears most 
usually within those schools where empha- 
sis is upon the education of administrative 
talent for positions of managerial responsi- 
bility in government and industry and in 
quasi-public institutions. In one such 
school the introductory accounting course 
is offered in combination with statistics 
and is labelled “Control.” The curriculum 
of these schools is a highly-integrated 
affair aimed at producing general purpose 
administrators. Thus, there are few elec- 
tives and there is little opportunity for 
specialized training toward the early at- 
tainment of professional status as a prac- 
ticing public accountant. 

(b) Several theory courses and several 
applied courses. This is a common nvattern. 
It is indicative of an attempt to maintain 
a balance between “principles” anu “prac- 
tice.” It tries to equate emphasis upon 
theoretical conceptual study and practical 
procedural analysis. This balance between 
theory and applied courses appears in 
those institutions where there is major 
emphasis upon the undergraduate major 
in accounting, with some attempt at 
furnishing degree work at the master’s 
level with a minor concentration in ac- 
counting. This may be called the ‘“medi- 
um-sized” pattern, and apparently it is a 
popular one among the colleges. It involves 
some five or six “principles” courses and 
an equal number, or a few more, of the 
specialized “applied” courses in account- 
ing. 

(c) Several theory courses and many ap- 
plied courses. The curricula of this pattern 
are not in great number. They show wide 
dispersion and great proliferation in the 
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courses in the “‘applied” areas. From read- 
ing the descriptive material concerning 
the courses, it is apparent that there is 
considerable overlap of material from 
course to course. Where there is a large 


number of “theory,” or “principles” 
courses it is sometimes difficult to ascer- 
tain the true scope and limitation of each. 
However, in many cases, attention has 
been given to defining content more clearly 
in the theory courses than in the applied 
courses. Where there are two courses by 
the same title, the coverage of each is of 
questionable nature. In the applied areas 
there are standard practices to be found 
of offering such courses as Auditing I and 
Auditing II and Federal Taxation I and 
Federal Taxation II. One school included 
in the study provided a choice for the 
student among thirty courses in account- 
ing. Many of these courses were of a 
highly specialized nature. This curriculum 
was indicative of a strong imbalance be- 
tween emphasis upon conceptual develop- 
ment and emphasis upon procedural 
practice in technique. It is possible that 
some of the offerings under any of these 
three patterns may become active courses 
only at infrequent intervals. And, it is 
possible that there is an element of “‘win- 
dow dressing” by the accounting depart- 
ment in the hope that a greater demand for 
accounting courses will thus be generated. 


Interpretation of Conflict of Educational 
Objective 

It is clear that differences of opinion 
exist concerning the character of the 
courses which should be offered in various 
institutions, and there are distinct varia- 
tions in the content of the courses in both 
the theory areas and in the applied areas. 
This may be discovered by comparing 
course descriptions from catalog to catalog 
for the same title and type of course. This 
discrepancy is perhaps less important than 
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the distinctions which may be drawn by 
inference concerning the fundamental edu- 
cational policies of the institution in each 
case. 

(a) The interpretation that might be placed 
upon Pattern No. 1 is tiat the school 
desires accounting to be a part of a bal- 
anced curriculum. Conjointly, it would ap- 
pear that the policy is that the content of 
such courses as are offered and required 
in the area of accounting should be, well- 
integrated with the other functional areas 
of management or administration. Anal- 
ternative inference might be that the 
institutions desire to make available pro- 
fessional study of limited volume for those 
mature students who already have some 
experience in the practice of accounting, 
or are relatively sure to enter the profes- 
sion of public accounting. These are 
worthy objectives. The administrative ap- 
proach to accounting theory and technique 
has an important place in the educational 
discipline of future administrative leaders. 

(b) The interpretation that might be 
placed upon Pattern No. 2 is that the 
clientele of these colleges and universities 
is of a widely variant character. Some of 
the graduates of these institutions may 
readily become administrative leaders in 
industry, government and the professions. 
Some may become specialists in finance, 
marketing, accounting, or any of the 
recognized functional specialties of in- 
dustry and commerce. Others may be- 
come practicing public accountants. A 
balanced curriculum—offering a medium 
quantity of theory and applied courses— 
would apparently best serve these educa- 
tional objectives. Many of our state insti- 
tutions must serve a community with 
varied demands. There is often not the 
power of selective admissions for these 
institutions. They must provide “trade” 
training along with the basic enlighten- 
ment of the liberal arts education. This 
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type of curriculum aids in the production 
of a wide variety of specialized and non- 
specialized talent needed by our economic 
system. These, too, are worthy objectives. 

(c) The inter pretation that might be placed 
upon Pattern No. 3 could be that the ac- 
counting faculty, in the exercise of freedom 
not ordinarily found in the liberal arts 
college, has become in reality a “college” 
or “school” of accountancy. As such, it 
feels a responsibility to furnish education 
in fundamental concepts; training in ac- 
counting technique; and internship coach- 
ing in both private and public accounting. 
In some instances the catalogue indicates 
that university credit is given for actual 
practice as an intern in a public accounting 
office or in private industry. The objective 
is perhaps one of attempting to elevate 
the profession by very close liaison between 
the educational staff personnel and prac- 
ticing accountants. An interchange of 
faculty and practicing accountants is 
often encouraged in such an institution. 
In several cases part-time instruction by 
practicing accountants is indicated. These, 
also, are admirable objectives, and have 
their place in meeting the public demands 
upon some of our institutions. 


BASIC FORCES SHAPING ACCOUNTING 
THOUGHT 


It is not intended to quibble concerning 
the semantics of course titles. However, 
it is essential to progress in the acceptance 
of accounting as a legitimate administra- 
tive discipline by our fellows upon the 
faculty that more of the essential nature 
of the courses be transmitted by our course 
titles. It is of insulting import that we 
should entitle some of our courses “Inter- 
mediate Accounting I,” “Intermediate 
Accounting II,” or “Advanced Accounting 
I” and so on. There is no need to suggest 
titles here which would be acceptable by 
our fellow educators as indicative of valu- 
able knowledge and understanding to be 


imparted to our common students. There 
are many acceptable ones. The titles and 
the descriptions of our courses in account- 
ing should communicate the central im- 
port of the segment of accounting disci- 
pline in each case and should be patterned 
functionally to form a _ well-integrated 
course program. This program should 
represent a healthy “chunk” of intellec- 
tual discipline in the basic conceptual 
ideas which have contributed to the de- 
velopment of accounting principle. By 
requiring that accounting students of all 
intellectual capacities pursue a path 
through this basic material it will be pos- 
sible to recruit from the group those best 
suited to creative work in the further 
invention and refinement of meaningful 
accounting principle. 


Values in accounting thought 


Accounting does have an important 
place in the purposeful training of the 
young professional administrator. It im- 
parts knowledge and develops under- 
standing of measurable value. Accounting 
principle, presented in clearly enunciated 
functional patterns, can be made attrac- 
tive to the general administrative student, 
as well as to the faculty advisors in the 
other basic business disciplines of market- 
ing, finance, management and economics. 
To be such, however, it is necessary that 
clear relevance to these fields of operating 
administration be established and that the 
accounting problem be functionally sorted 
into course packages which will be more 
“kernel” than “chaff” when taken by the 
student majoring in other fields. 

The problem-solving discipline so char- 
acteristic of accounting courses is valuable 
exercise for any of the other functional 
specialists of industry. This is not enough 
to make it of prime educative value in the 
advanced stages of the collegiate adminis- 
trative curriculum. In respect to this prob- 
lem-solving discipline, accounting instruc- 
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tion is similar to the instruction in mathe- 
matics in the liberal arts curriculum. 
Much of the mathematical discipline is 
found in the more complex phases of cost 
and financial accounting. If it is merely 
the “discipline,” or “exercise” which the 
marketing, management or economics 
major is seeking, he might find it more 
rigorous and concentrated in the mathe- 
matics curriculum. 

However, accounting seeks a synthesis of 
factors other than quantitative. By associ- 
ating the accounting problem with the 
qualitative aspects of the business (or 
administrative) problem, the currently 
developing accounting curriculum is be- 
coming a far more important discipline 
than has been envisaged heretofore. Ac- 
counting in its administrative associations 
is in fact an interdisciplinary technique 
which may be applied to all types of or- 
ganized activity. Presented as such, ac- 
counting education may uniquely provide 
a breadth of perspective and a sense of 
impartiality which other disciplines of the 
administrative curriculum lack in well- 
established form. Even in contrast with 
the specialty of law, the practice of pro- 
fessioual administrative accounting re- 
quires the development and exercise of a 
highly refined judicial sense. Our educa- 
tional materials in accounting already 
place emphasis upon the elements funda- 
mental to the development of this judicial 
sense. 

By careful filtering and re-ordering of 
the present curriculum, and the educa- 
tional materials and techniques which 
serve it, it is very possible that the future 
curriculum in accounting may become 
one around which much of our formal 
administrative education may be grouped 
in a more meaningful fashion. The pro- 
fessional accountant—public and adminis- 
trative—may expect to shoulder one of 
the most important roles of our society 
and civilization. This is already discern- 


ible. The role will be that of economic 
arbiter. In the arbitration of intra-insti- 
tutional events and _inter-institutional 
circumstances, the professional accountant 
must have a breadth of understanding of 
those societal elements which are in con-- 
stant reaction causing economic, social and 
human conflict. The professional account- 
ant must be skilled in those administra- 
tive techniques which will enable him to 
exercise a strong guiding influence upon the 
quality of the arbitrational parleys and 
conferences which are the experience con- 
tinuum of today’s administrators. The ac- 
countant must have a creative, but well- 
disciplined, imagination with which to 
anticipate the decision-making needs of 
executives in a variety of situational cir- 
cumstances arising within our economic 
system. Progressively, the accountant will 
become a more vital cog in preventing the 
development of situations which lead to 
economic disorder—gluts in distribution, 
dissolution of capital resources and mal- 
function of the productive units of the 
inter-related organizations of our societal 
system. 

One of the higher problems to which 
the accountant must in time turn his at- 
tention if our civilization is to survive this 
period of “over-organization” is that of 
self-analysis and interpretation. It is be- 
coming ever more important that the 
accountant carefully control “accounting 
costs.” Oftentimes the accountant himself 
is chiefly responsible for the clumsy, bun- 
gling mass of organizational relationships 
which we popularly refer to as “red tape.” 
He must have such training as will enable 
him to see himself in the administrative 
situation; curb his administrative frivolity; 
and subordinate his ambition to the needs 
of the individuals and groups whom he 
serves. The elaborately trained specialist 
in accounting must be held in check by 
other administrative officers. Thus, the 
high-specialist in accounting can seldom 
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expect to be more than a subordinate in 
the administrative heirarchy. To attain 
positions of top-management responsi- 
bility he must have a “built-in” self- 
appraising attitude that will make it un- 
necessary to have some other management 
“watch-dog” to keep him in his proper 
place. This will require a broad approach 
to his educational requirements. 


Implications of Accountant’s Future Role 
for the Accounting Curriculum 


This human, organizational and societal 
need for an impartial professional arbi- 
trator has many implications for the reor- 
ganizations of the accounting curriculum. 
Behind the vast array of developing prob- 
lems of an administrative nature to which 
the accountant of the future may make a 
distinct contribution are the common ele- 
ments of any organized activity. The 
people, the materials, the machines and 
their houses and the financial resources— 
these basic elements of organized activity 
in our industrial age—must be understood 
by the accounting administrator in their 
essential natures. This understanding im- 
plies the need for knowledge concerning 
their behavior and purposes, in both their 
static and their dynamic states. The ques- 
tion of fundamental importance here is: 
“What unique contribution does the pro- 
fessional accountant bring to the economic 
situations which has implications for his 
basic collegiate education, as well as for 
his future study and development?” 

Or, the comparison may be made be- 
tween the other functional specialists of 
our administrative order. “What does the 
accountant contribute which is distinct 
from the contribution of the specialist in 
human relations—the professional psy- 
chologist, sociologist or social-psycholo- 
gist?” “What skills must be developed by 
the accountant which are quite apart from 
those of the specialist in the properties of 
physical materials and substances?” Like- 


wise, contrast the skills of the accountant 
in his administrative responsibilities and 
functions with those of the science-engi- 
neering specialist who attends the needs of 
our complicated structures, machines and 
engines. Finally, in the area of financial 
specialties, “Does the true function of the 
accountant comprehend the financial and 
economic aspect of enterprise and society 
and even transcend it in its broader rami- 
fications of administrative practice, or is 
the accountant merely a financial control 
specialist?” 


Accounting as a Synthesis of Administrative 
Elements: The Concept of Communication 


An answer to the preceding questions 
will in some measure portend the future 
emphasis upon accounting within the 
curricula of our professional schools of 
administration—business, industrial and 
public. Accounting as a theory and ac- 
counting as a technique, in its professional 
reality, is a synthesis of the fundamental ad- 
ministrative disciplines. All of the questions 
stated above may be gathered together in 
one question: “What is accounting and of 
what especial nature is the professional 
accountant’s responsibility?’ The answer 
lies within an analysis of the essential 
character of this synthesis of the funda- 
mental elements common to all organized 
activity. Accounting as an administrative 
function may be described in a great 
variety of fashions. Of all of the ideas 
which would describe accounting, it 
would appear that the idea of communica- 
tion is one around which may be gathered 
all of the most important developments over 
which accounting claims proprietorship. 

For example, consider the processes of 
recording information. The accountant, 
in a sense, by preserving past history is 
bringing the past into communication with 
the present. He is establishing an experi- 
ence pattern which is of considerable im- 
portance as a reference in guiding present 
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and future administrative decisions. Fur- 
ther,as wasindicatedabove, the professional 
administrative accountant superintends an 
intricate ‘communications network.” This 
network “audits” all operating activities 
to bring significant administrative infor- 
mation to the attention of decision-making 
authorities. The “internal” accountant is 
in constant survey of institutional events, 
and human events, and (even as the pro- 
fessional reporter of the free press of west- 
ern civilization) must sift fact from fancy, 
and risk personal difficulties, to present 
the facts in as objective a fashion as pos- 
sible. 

The “public” accountant too has a 
complex responsibility involving scientific 
knowledge in the area of communicative 
technique and responsibility. The profes- 
sional public accountant also has the 
reportorial responsibility—even more 
closely paralleling that of the public press 
reporter. The report of the public account- 
ant’s work affects in significant fashion 
the decisions of internal administrators. 
The character of the external relationships 
of business enterprise is in large measure 
conditioned by the effect produced by the 
reports of the public accountant upon a 
wide variety of specialists and lay readers. 
Further, the professional public accountant 
controls the quality of the product which 
these ‘communications networks” pro- 
vide by engineering their design, develop- 
ment, maintenance and repair. They must 
be regularly adjusted to the sensitive 
needs of the individual, the institution and 
the public by both the private internal 
accountant and the public accountant. 
The professional administrative account- 
ant and the professional public accountant 
are both “communications scientists and 
engineers.” 

Basic accounting ideas are “communica- 
tions” ideas 

It is being suggested that the science of 
communication is the progenitor of pro- 
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fessional accounting as we know it today 
and as it will develop in the future. Insofar 
as the accounting profession has defined 
principles for the purposeful assemblage of 
masses of related data it has contributed 
to progress in the science of communica- 
tion. Further, as the profession of account- 
ing has fostered the conceptual development 
of interpretive principle in the utilization 
of these purposefully assembled data, it has 
contributed measurably to the progress 
of the science of communication. Thirdly, 
insofar as the accounting profession has 
re-formulated principle and technique in 
recognition of the effect upon administrative 
action of the character, form and content of 
the knowledge it assembles, sorts and inter- 
prets, it has enunciated principles basic to 
the science of communication. 

Accounting, then, has initiated and de- 
veloped ideas distinctly affecting the prog- 
ress of this communicative discipline as a 
basic element in the education of adminis- 
trators—whether they be administrators 
for business enterprise, industrial organ- 
ization or public agency. Accounting has 
contributed to communicative progress 
within and among organized activity 
units in the three functional areas as indi- 
cated below: 


(1) The processes and functions of 
recording, sorting and analyzing ad- 
ministrative fact. 

The processes and functions of 
; purposeful organization, interpreta- 
tion and presentation of adminis- 
trative fact. 
The processes and functions of 
participating as a member of the ad- 
ministrative team in decision making 
at both the operating and the policy 
levels. 


The first two functions can be performed 
in an atmosphere of specialization. (Even 
here some considerable administrative 
“feed-back” is essential to an effective 
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accounting mechanism.) The product may 
be accepted or rejected by operating man- 
agement without discussion or warrant. 
However, the third function demands 
breadth of administrative understanding. 
The product of the accountant in these 
situations determines the smooth func- 
tioning of the management team and the 
capacity of the entire organization to 
master the situations which it encounters. 
It is in this third category that current 
research and educational emphasis may 
bear its greatest fruit in the future de- 
velopment of the accounting profession 
as a segment of communicative science. 
The role of the accountant as a member of 
the management team will require capaci- 
ties of written and oral expression perhaps 
insufficiently emphasized in the past. It 
will require the pre-analysis of individual 
human needs so that information may be 
tailored in its pattern of presentation to 
the specific men to whom the information 
is to be communicated. It will require a 
sensitive insight into the problems of 
adult education—a field which has only 
of late received emphasis by the educator 
himself. This new and developing role 
will require capacities of human and social 
understanding in the mode of presentation 
and interpretation of administrative fact. 


Communications systems as significant “‘sur- 
vival factors” 

Communication as a problem of ad- 
ministration of economic units, political 
institutions and other societal organiza- 
tions has long been dealt with in its oc- 
currence in actual situations. It has been 
demonstrated in the past that the downfall 
of empires and civilizations may be traced 
to the dissolution of the communications 
systems of these orders. This dissolution 
may in some instances have been technical, 
but more frequently it has been from the 
lack of clarity of vision and courageous 
presentation that dissolution of communi- 


cations systems has occurred. The same 
vital network of organizational relation- 
ships must be monitored for a social system 
as for an enterprise system—the same from 
the standpoint of their significance. 

Threading its way throughout all or. 
ganized activity, the effective practice of 
communicative technique has meant the 
difference between success and failure of 
many an organized activity—activities 
which otherwise possessed the basic factors 
necessary to survival. In this connection, 
we may observe that closely concomitant 
with the problem of communication runs 
the problem of human and social ethics. 
Much of the progress and stamina of the 
accounting profession stems from its high 
ethical code. The same order of problems 
are encountered in the monitoring of com- 
munications systems as are encountered 
in the monitoring of ethical systems. Their 
administrative relationships are not dis- 
similar. “Effective communication,” as a 
technique will not sustain an organization 
or a society, or a civilization. Even as the 
threads of communication provide the 
technical and physical essentials of short- 
run unity and coherence; even so the moral 
fibers of the individual provide the intan- 
gible and spiritual essentials of long-run 
unity and coherence. 

The problems of communication and of 
ethics are of similar character in many 
respects and represent the crucial problems 
in the survival of any organized activity. 
Accounting, then, as a communications 
problem is one of the highest order. Its 
further development will call for the most 
enlightened research and administrative 
attention. From this standpoint there is 
clear promise of progress. It is possible 
to detect in practically all of the curricula 
across the country a willingness to refor- 
mulate principle; to re-investigate conclu- 
sions of basic concept; and to ajdust educa- 
tional emphasis to the need of professional 
administrative accounting. 
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NEW PATTERNS IN THE ACCOUNTING 
CURRICULUM 

Out of the developing emphasis upon 
accounting as an administrative science 
have come the recently designed courses 
in Managerial Accounting, Controllership 
Accounting and Internal Auditing. These 
and other names have been given to the 
type of accounting courses which seek out 
a synthesis of accounting principle and 
technique with administrative practice. 
These courses are re-ordering the instruc- 
tional material to present the accounting 
problem within the managerial environ- 
ment which gives purpose to accounting 
principle. In addition to these courses 
(which are a distinct new pattern in curric- 
ular offerings since the war years) there 
is another development of significance. 

This second pattern of considerable force 
is the development of seminars of inquiry 
into accounting theory. These seminars 
may involve classroom lectures, but more 
particularly, they invite active student 
participation in research upon conceptual 
topics. It may be expected that out of this 
open-minded approach to accounting theo- 
ry (and the encouragement of independent 
research in the inter-linking areas of ac- 
counting with the other educational dis- 
ciplines) there will occur fundamental 
changes in the content and manner of 
presentation of the regularly-offered ac- 
counting courses at the primary and sec- 
ondary levels. Already, accounting litera- 
ture portrays a re-searching effort toward 
the more purposeful synthesis of the 
specialized character of accounting tech- 
nique and theory with other educational 
fields and with the operating functions of 
management, or administration. 

One college of business administration 
shows great emphasis upon what is termed 
“Honors Study” and “Independent Re- 
search.” Another provides similar patterns 
of study in internal accounting as those 
patterns of study which have long been 
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in existence for public accounting. This 
latter university offers courses in “In- 
ternal Accounting” and “Controllership 
Problems,”’ as well as “Internship in In- 
ternal Accounting” at the graduate level. 
There is a prime question of whether our 
universities and colleges will long have 
the financial resources to provide two such 
distinct areas of accounting concentration 
for any long period of time. In the face 
of limited resources, it would appear more 
probable that this “double-headed” ar- 
rangement will be eliminated as it is 
determined what is new and what is 
essential in the curriculum of administra- 
tive accounting as distinct from the curric- 
ulum in public accounting. 

This distinction between internal ac- 
counting and public accounting for basic 
educational purposes may be a transient 
development. The “pure” approach to 
controllership problems may disappear 
as the element of administrative emphasis 
sifts its way down to the elementary and 
intermediate levels of accounting instruc- 
tion. Then, there will be less need for 
separate offerings for administrative ac- 
countants and for public accountants. 
In theory, there is no fundamental dis- 
tinction worthy of a schism between the 
two in our educational curricula. 

It is possible that the advent of “con- 
trollership” as an educational area of 
emphasis may finally result chiefly in a 
re-orientation of accounting instructional 
material and educational philosophy to 
that more firm position which will cause 
the recognition of accounting as a major 
area of administrative training throughout 
the several levels of the undergraduate 
and graduate programs. In the future it 
may become more the rule than the excep- 
tion that students will take three or four 
accounting courses of this new vintage as 
required “diet” for the administrative 
training of a well-rounded graduate of our 
schools of business and industrial adminis- 
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tration. This awaits the development of 
materials which give emphasis to the third 
category of contributions which account- 
ing has made to the unfolding of the science 
of communication. This third category is 
that of accounting as an essential element 
in the processes of managerial decision- 
making and administrative policy formula- 
tion. 

As sub-sections of this third category 
the following areas are suggested as mean- 
ingful: 

(a) For purposes of managerial decision- 
making the accounting curriculum as now 
offered in most of our schools and colleges 
provides courses in industrial cost account- 
ing and distribution cost accounting. Of 
aid at the operating, or middle-manage- 
ment level, there are the courses in statis- 
tical controls and accounting systems. 
These two areas could be re-arranged to 
develop the concept of cost as a manage- 
ment tool in a variety of phases, and to 
develop the operating principles of com- 
munications systems as an aid to manage- 
rial decision making. 

(b) For purposes of administrative policy 
making, the accounting curriculum as now 
offered in many of our schools and colleges 
provides courses in advanced accounting 
theory and the principles of auditing. The 
principles and techniques of these types 
of courses may be integrated with the 
courses in organization and budgeting to 
impart to the professional administrator 
a capacity for making management sur- 
veys and operating reviews to be used in 
the formulation of business policy. 

It would appear to be a false notion 
that our newly developed courses in 
Controllership, Managerial Accounting, In- 
ternal Auditing, and Budgeting can entirely 
supplant the more fully developed dis- 
ciples of the old-line accounting curricu- 
lum. The basic curriculum must provide a 
firm development of those principles out 
of which have come the conceptual pat- 


terns such as “double entry,” “accrual 
accounting,” “fund accounting” and “budg. 
etary planning” and “cost control,” 
Only a full synthesis of basic principle jn 
the area of administrative accounting and 
in the area of public accounting wil 
evolve a curriculum and an educational 
program which will furnish discipline at 
low cost which has unique administrative 
and professional values for the accountant 
of the future. 


CONCLUSION 


Basic Objectives of a Balanced Curriculum 
in Accounting 


One of the most important reasons for 
re-vamping the accounting curriculum 
is that the present one requires a large 
capital investment and involves expensive 
maintenance costs. Beyond the persuasion 
of sound educational purpose, the semi- 
mobilized environment within which we 
must operate our colleges of administra- 
tion will require that superfluous curricv- 
lum offerings be eliminated. Such account- 
ing courses as will survive this period of 
“pulling in our belts” must be well-in- 
tegrated, the one with the other, and all 
with the other functional specialties of a 
well-rounded administrative curriculum. 
Accounting is the one area of educational 
discipline where this objective of inter- 
relating. functional fields in the under- 
standing of the student can be brought to 
its highest level. Accounting is a true in- 
terdisciplinary study in its basic nature as 
a member of the family of subject matter 
of communicative science. 

From the standpoint of course content, 
an accounting curriculum which concerns 
itself from the beginning with the purposes 
which the data must serve is certain to 
develop more effective accountants for the 
public profession or for administrative 
duty. As the next important basic objective 
of a balanced curriculum in accounting for 
training future administrative accounting 
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professionals, it is recommended that the 
courses offered clearly enunciate the func- 
tional aspects of administrative thinking. 
One of the causes of administrative dis- 
order and economic friction is that a great 
amount of the thinking that is indulged in 
is of the “unconscious” variety. Too many 
of the trainees for administrative work and 
for the profession of public accounting 
find they “either have it or they don’t.” 
A deliberate attempt should be made to 
bring to the attention of the student the 
types of thinking processes in which he 
must engage in the solution of problems 
of greater and greater complexity. The 
true nature of thought is not clearly 
enuciated within our Business Adminis- 
tration curricula. Accounting should bear 
the responsibility for developing this 
“conscious” type of thinking in the in- 
dividual. In a rough sort of fashion we may 
describe these types of thinking as (1) 
Analysis, (2) Interpretation and (3) Syn- 
thesis. Some individuals can perform one 
type with great skill, but find difficulty 
with the others. 

The theory courses in accounting should 
develop a definite problem-solving proce- 
dure which utilized these types of thought 
processes. The professional accountant 
realizes the difficulty of the type of think- 
ing referred to as “synthesis” when he 
begins the preparation of a section of 
comments for a report which is to be pre- 
sented to a greatly divergent public who 
will put it to varied uses. More training 
in report writing and in the methodology 
of problem solution is imperative. 

A third aspect of primary importance is 
that the accounting curriculum should con- 
cern itself with the elucidation of quite a 
volume of its material along the lines of 
managerial analysis. It would be worth- 
while to sort out the problem material in 
accord with the basic management proc- 
esses of (1) Planning,*(2) Organizing (3) 
Directing, (4) Coordination and (5) Con- 
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trol. By emphasizing these patterns, the 
presentation of accounting problems can 
be more clearly related to a full-bodied 
business problem. 

The accountant in practice is the “per- 
petual student of administrative affairs” 
and deals in the business of research. 
A fourth aspect of primary importance in 
the accounting curriculum is stress upon 
research technique. The character of ob- 
jective evidence; methods of analysis and 
presentation; and the principles and tech- 
nique of the management (or audit) sur- 
vey should be stressed. The accountant 
as a “student of administration’ in his 
regular work must be more deliberately 
equipped for research during his college 
education than is required of the other 
specialists in management. 


How Can These Changes Be Encouraged? 


By subtle evolutionary processes, such 
suggestions as have merit in the above 
material will become accepted. Those with- 
out merit will be rejected. There is a clear 
need for further study to furnish reliable 
criteria for evaluating the programs in 
accounting and in administration through- 
out the United States. If we enter a pro- 
longed period of mobilization, we may be 
forced to slash course offerings indiscrimi- 
nately. Adequate research and planning 
can insure the retention of a healthy educa- 
tional core of accounting courses which 
may even improve the total quality of our 
administrative curriculums. Perhaps it 
would be well to rivive the custom of 
visiting committees to evaluate programs 
and aid in the more universal acceptance 
of accrediting standards. Such committees 
might insepect the quality of accounting 
and administrative instruction for the 
purpose of upgrading the curriculum, 
the staff and the facilities to higher educa- 
tional levels. 

In addition, it might be feasible te 
launch a joint program for underwriting 
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post-doctoral and faculty research in ac- Changes are bound to appear in practice 
counting with funds from business, govern- and in our educational programs, but our 
ment and the educational institutions. The aim now should be to ascertain the basic 
admirable suggestion of Gay Carroll, in needs of the future and to administer pur. 
the January, 1951, The AccountINc posefully to them before these needs be. 
REvIEW should be implemented.’ As he come more acute. In a recent article by 
suggested, we need a joint research and Clarence B. Randall in the Michigas 
development board representing a variety Business Review, he states in referring to 
of professional, industrial and adminis- research in the social sciences, both basic 
trative groups of accountants, economists and applied: “Who shall say but that the 
and statisticians. Such a cooperative en- future of American industry may depend 
deavor might sponsor local area research even more-upon the solutions of these 
panels wherein creative research will be questions than it does upon the further 
recognized and supported. Practical in- improvement in machines, or processes, 
vestigations in important areas of man- or products.’ This applies to research in 
agerial accounting and in important areas administrative accounting—an important 
of educational policy would be proper. social science. ; 


+ “Some Challenges to Accounting,” by Gay Carroll, 4 “Research Has Just Begun,” by Clarence B. Ran. — 
ACCOUNTING REVIEW, January, 1951. dall, Michigan Business Review, July, 1951. 
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CONTROLS IN MUTUAL SECURITY 
AGENCY ABROAD 


CLARK L. SIMPSON 
Associate Controller, Mutual Security Agency 


HE MUTUAL SECURITY AGENCY 
to the Marshall Plan— 
Economic Cooperation Administra- 
tion) is a mammoth organization finan- 
cially with activities and offices in most 
Western European countries and in a 
number of countries in Asia. (Actually, 
the staff is very small numerically.) As of 
March 31, 1952, total expenditures under 
the Marshall Plan had exceeded twelve 
billion dollars. 

The Controller in this agency is re- 
sponsible for the operation of financial 
controls over dollars, local currencies, and 
commodities furnished; his job to deter- 
mine that funds spent actually accomplish 
the purposes of the Act. In the disburse- 
ment of public funds, close scrutiny is 
always a “must.” In programs involving 
expenditures for assistance to foreign 
countries, this is especially important. It 
is essential that accounting and auditing 
controls be maintained of such calibre as 
to not only fully protect the assets but of 
a type to inspire and maintain public 
confidence. The successful continuation 
of the foreign aid program depends to a 
large degree on such trust. 

Each participating country, by the 
terms of its bilateral agreement with the 
U. S., has agreed to adopt or maintain the 
measures necessary to assure efficient and 
practical use of all resources made avilable 
to it and to permit the observation and 
review of the use of such resources. MSA 
Controllers in the various countries are 
careful to avoid any approach to dictating 
the type of records to be maintained. 
Instead, they indicate the information 
which must be available and permit the 


country full latitude in establishing their 
own methods and systems for obtaining 
the needed facts. 

The MSA Controller and his staff in 
each country are under the technical 
supervision of a central office Controller 
in Paris, all offices being under the Wash- 
ington Controller. Briefly stated, their 
main function is to satisfy themselves and 
assure MSA management that resources 
made available to a participating country 
are properly utilized. In so doing, the 
operation must be reasonably economical 
or its cost will be prohibitive as related to 
results. 

A preliminary study of the problems by 
the Paris Controller’s staff indicated a 
pattern of major, clearly designated con- 
trol areas with many sub-control points. 
By charting these areas, and the sub- 
controls, it appears that we are on the way 
to inaugurating and maintaining a much 
higher degree of planned operation than 
the day-to-day pressures will ordinarily 
permit. 

In the exhibit attached, is shown the 
major control areas. For our purposes, the 
term “control area’”’ indicates a specific 
place where the flow of aid is controllable 
by a demonstrable procedure generally 
involving the application of a high degree 
of professional accounting standards. or 
that section of the bilateral administra- 
tion of aid where a procedure should be 
set up to assure the proper utilization of 
aid. This chart shows on the left side, the 
dollar aid or the Appropriated Funds and, 
on the right, the Counterpart Funds. 
Counterpart funds are the local currencies 
furnished by the recipient of the goods in 
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REQUEST FOR RELEASE 
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STEP I APPROVAL 

RELEASE 

CONTROL UNEXPEN 


ISSUE DISBURSING ORDER 
OISBURSEMENT 


PERFORMANCE 
PROJECT SUPERVISION 
PERIODIC CHECKS 
CERTIFY COMPLETION 
LOAN SERVICE 
LOAN REPAYMENT 
MISSION TEST CHECKS 


END-USE 
VERIFY COMPLETION 


VERIFY COMPLIANCE 
WITH SPECIFICATIONS 


VERIFY UTILIZATION 
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payment, the transactions affecting the 
individual buyers exactly the same as if 
no U. S. aid was involved. Such funds are 
spent for military and economic purposes, 
and for production loans, in the participat- 
ing country as authorized by MSA. 

The Appropriation fund controls vary 
as between goods made available and tech- 
nical assistance furnished. The counter- 
part fund controls vary as between loans 
to private individuals and funds used 
directly for the participating country. 
Therefore, these divisions are shown in 
the accompanying chart. 

Wherever possible, as an economy to the 
U. S. Government, we have placed the 
primary responsibility for operations and 
controls on the participating country 
government. Our initial study and con- 
tinuing survey of their internal controls 
and procedures give assurance of their 
dependability. In this chart the primary 
responsibility for controls is indicated as 
follows: 

U. S. Mission Primary Responsibility =< 

Participating Country Primary Responsibility iz 

Control Area—Washington or Other Saree 
In the case of dollar aid, control areas are 
indicated as Planning, Payment, Arrival, 
Distribution, and End-Use. As shown, 
the general planning is by the participat- 
ing Country. Allotment of funds is made in 
the Washington Office. The Sector and 
Project Planning (actual program or 
budget) is again by the country with the 
U. S. Mission given an opportunity to 
appraise the plans. In many instances, the 
Controller plays an important part in this 
appraisal—his knowledge of other trans- 
actions and his familiarity with inventory 
items available elsewhere is invaluable 
when new procurement is being considered. 

The next step under Planning is a re- 
quest by the country for authorization for 
specific goods or technical assistance. The 


authorization is issued in the Washington 
Office. 


The procedure under Sub-Authoriza- 
tions varies to an extent as between coun- 
tries. In general, there is a review of the 
application of private firms or individuals 
to import goods or services. This includes 
an investigation of the applicant by the 
participating country government and 
issuance of import licenses. The Mission 
investigation at this point is primarily to 
determine that approval will further the 
intent of the legislation creating the 
agency, and will aid in eliminating barriers 
to increased participating of free enterprise 
and to discouraging cartel and monopolis- 
tic business practice. Determination is 
also made as to whether the goods are 
obtainable in other than hard currency 
areas to decrease the need for dollar ex- 
penditures. 

Shipments are verified in Washington 
where payment is made. Statements are 
furnished Missions of aid furnished and 
Notifications are furnished the country 
Government of the Counterpart Deposits 
required. Mission Controllers maintain 
the accounts covering counterpart, verify- 
ing that proper deposits are furnished. 

Record keeping on arrivals of goods is 
the responsibility of the participating 
country and this includes unloading, cus- 
tomhouse records, and arrival reports, 
the latter being furnished to the MSA 
Controller. The Controller reconciles these 
reports with the Washington Notifications 
and follows up on any discrepancies. 

Distribution is shown as the sole re- 
sponsibility of the country but Controller 
responsibility includes a verification that 
goods are promptly introduced into the 
economy of the country. A mere buildup 
of stocks in warehouses can contribute 
nothing to the over-all economy of a 
country. 

End-Use of goods or services is especially 
important. MSA is interested in making 
certain that goods are actually used in the 
importing country and not reexported, 


ii 
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with special emphasis on reexports to Iron 
Curtain or Satellite countries. Our interest 
also extends to making certain that goods 
are utilized for the purposes originally in- 
dicated at the time of the authorization. 

Field investigations are made by Mis- 
sion Controllers and their staffs by phys- 
ical inspection of the items involved in 
the place of utilization. The technique of 
adequate field investigation is not limited 
to physical observation. In addition to the 
basic material available prior to inaugura- 
tion of the field trip, additional informa- 
tion is obtainable at the place of final 
utilization beyond that of the physical 
discovery of the material. For example, 
for establishments which have received 
counterpart loans or grants, an investiga- 
tion of the counterpart transactions may 
reveal information in sales records, in- 
ventory records, or relating books which is 
pertinent to the investigation. Improper 
diversion of material often involves specific 
financial arrangements and efforts are 
made to determine what those arrange- 
ments are. 

Reexports from one country to another 


require that Mission Controllers in the 
countries involved exchange information 
in order to determine the full facts. 

In case of abuse, the participating coun- 
try is required to make a full dollar refund 
to cover the transaction and there is gen- 
erally punitive action against the na- 
tional responsible for the irregularity. 

Counterpart funds come into existence 
as a result of their deposit upon our re- 
quest. See attached exhibit, last step un- 
der Payment. As in the case of dollar aid, 
our controls start with the planning stage 
and carry on through the release of the 
funds, determination of proper perform- 
ance and end use. 

Utilization of the attached chart and a 
study of these controls is making possible 
a better utilization of our personnel 
abroad. Staff is limited and we must con- 
centrate on the weak links in the chain. 
Constant study of these control points 
and of the procedures being followed has 
permitted us to operate with economic 
use of manpower without sacrifice of those 
safeguards to which the donor of these 
goods, the American taxpayer, is entitled 
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ACCOUNTING AS A LANGUAGE 


HAROLD G. AVERY 
Associate Professor, Union College 


whether the vocabulary of the 

accountant has reached such a de- 
gree of understanding that accounting 
per se can be considered an art or a de- 
partment of scientific knowledge. Before 
accounting can be recognized as a language 
it must develop a positive system of com- 
municating ideas and a sound means of 
expressing its symbolic doctrine. Many 
errors and much confusion in accounting 
are a result of the misapprehension of the 
language; and one means of correcting this 
fault lies in a better understanding of a 
common mode of expression. What are the 
requisites of a language? Are these pre- 
cepts followed in the construction of a 
foundation for the language of the account- 
ant? Wherein does accounting fail to 
meet the requirements of a common 
language in its particular field of record 
keeping? Can these faults be corrected? 
The purpose of this paper is to throw some 
light on the problem, to endeavor to an- 
swer these questions briefly, and to make 
suggestions wherein accounting as a lan- 
guage will have a much greater signifi- 
cance. 

Volumes have been written on the sub- 
ject of language; yet only the fulfillment 
of a few recognized principles of com- 
municating ideas are essential, especially 
if the language under discussion embraces 
a common tongue. Accounting language 
in the United States is expressed in English 
and consists of symbolisms identified as 
the dollar (stable, dear, or cheap), tables, 
reports, charts, and graphs. We are con- 
cerned primarily with a language embody- 
ing expressions that contain ideas. 


Te seems to be some question 


PURPOSE OF ACCOUNTING 


First, accounting language must be an 
exposition of a definite purpose. It is 


logical to assume that the purpose of 
accounting shall be found in a definition 
which according to the precepts of any 
language purports to explain the meaning 
of a word or term. Let us examine the 
definitions of accounting which have been 
expressed by some well-known writers on 
the subject. 

One writer (Hatfield) states that “the 
essence of accounting, from the author’s 
point of view, is the presentation, first, 
of a correct exhibit of the financial status 
of the concern at a given moment of time, 
and, secondly, a showing of the results 
obtained during a given period of time.” 
The second writer (William Morse Cole) 
speaks of accounting thus: “It is a com- 
pound of philosophy and mathematics. 
... Accounting must proceed by reason- 
ing, not by rule: it is a body of aribitrary 
facts, true merely because they are true 
...it is a body of plain common sense, 
developed out of hard thinking about facts 
that have been, and imagination to see 
what future need will arise for record to- 
day of facts that are. It calls for mental 
activity of the highest type: it is not 
virginibus puerisque.” 

Another writer (Kester) speaks of the 
“first problem of accountancy is to deter- 
mine how much wealth is invested in a 
given enterprise and what ownership or 
proprietorship exists at given periods, so 
that by comparison the increases and 
decreases in the proprietorship may be 
known. When accurate information is 
obtained, an intelligent plan of action can 
be adopted to remedy such ills of the busi- 
ness as are shown and to increase any 
profitable line of activity.”” Note that 
Kester uses the term “accountancy” in- 
stead of “accounting.” 

(Husband and Thomas) define account- 
ing as “a body of principles and methods 
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designed to act as a guide in analyzing, 
recording, summarizing, and presenting 
certain of the value effects of economic 
action upon the financial condition of an 
individual, business entity, or other type 
of organization within a particular period 
of time.” (Some of the more recent texts 
on elementary accounting have in general 
followed this definition.) 

Finally, another author (Finney) follows 
the net worth approach to accounting 
when he says: “Students should obtain at 
the very beginning of the course [Principles 
of Accounting], a clear concept of net 
worth or capital.” 

All these texts are (or have been) recog- 
nized treatises in the accounting field. 
Each has particular merits of its own, and 
serves as a foundation for college courses 
in elementary accounting. Nothing that 
follows is meant in any way to detract 
from the high esteem that is accorded these 
textbooks by management, publishers, 
educators, and students. The question 
before us is whether or not these definitions 
contribute a sufficiently clear exposition of 
accounting for it to qualify as a definite 
field of scientific knowledge. 

Double-entry bookkeeping and its con- 
comitant term “accounting” have been 
recognized as a particular art since Fra 
Luca Pacioli published his famous treatise 
Summa de Arithmetica, Geometria, Pro- 
portioni e Preportionalita in 1494. Goethe 
declared that double-entry bookkeeping 
was one of the fairest inventions of the 
human mind. According to Spengler, cap- 
italism was the supremacy of book values, 
whose abstract system was quickly de- 
tached from personality by double-entry 
bookkeeping and worked forward by vir- 
tue of its own inward dynamism, that 
produced modern capital that spans the 
whole earth with its field of force. 

The definition includes not only those 
services and organizations whose primary 
aim is profit making, but those which 
may be classified as non-profit organiza- 


tions. It is the functional aspects of the 
organization that are converted into the 
dollar-and-cents facts by the use of ae. 
counting. 

Accounting has its limitations. From an 
historical point of view, the determination 
of costs through special accounting tech- 
niques was applied primarily to manufac. 
turing, parallel with the growth of the 
corporate enterprise; whereas only recently 
have accounting techniques been em- 
ployed to cetermine unit cost in the field of 
marketing and distribution. Although there 
are many fields of distribution in which ae- 
counting can be applied effectively, in the 
main, one will soon discover that account- 
ing techniques have definite limits to 
which they can be stretched, particularly, 
in the determination of the cost of selling 
a pound of sugar in a grocery store, or the 
cost of shipping a trunk from Boston to 
New York, either by air or rail. Today 
the science of accounting, however, has 
met the challengeof improvising techniques 
to hold big corporations together (those 
with billion dollar assets), and to guide 
management for successful operation. Big 
business has not reached its zenith nor 
has its growth been deterred by inadequate 
accounting techniques. The marginal 
limitations of bigness so far have not been 
one of the faults of accounting. Perhaps 
the limitation of the growth of the account- 
ing language will determine the size of 
our corporate structure. Therefore, ac- 
counting language must recognize the fol- 
lowing characteristics: 

(1) Accounting is a specialized field of 
philosophy and mathematics. 

(2) Accounting is a means of measuring 
the functions of business enterprise, both 
profit and non-profit organizations, in 
dollar-and-cents expressions. 

(3) Accounting measures the growth of 
capital, or the expression of property and 
property rights, in value terms. 

(4) Accounting has only the limitations 
of any other abstract science, namely, 
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the ability of the human mind to grasp 
and solve the problems resulting from the 
discovery of the facts or arrived at by 
reasonable presuppositions based upon 
arbitrary premises. 


LANGUAGE MUST BE POSITIVE 


Second, accounting language must be 
positive and clear. An ambiguous idea will 
lead one into the realm of metaphysics. 
Furthermore, the misconception of words 
will lead to verbal investigations which 
eventually add confusion to accounting 
doctrine and result in a waste of time. 
Accounting language must be definitely 
expressed and based upon assumptions 
which contain the highest degree of un- 
qualified support. Valid conditions must be 
entertained to justify cost distribution. 
The depreciation of rolling equipment and 
trucks is found to have more explicit 
meaning if its distribution is based upon 
miles operated rather than upon an ele- 
ment of time. Qualifications are condoned 
but they must be independent of specula- 
tive circumstances and experimental ex- 
pediency. 

Unless more scientific means are estab- 
lished for allocating costs among products, 
departments, and territories, the first 
thing that the accounting profession learns 
is that principles based upon arbitrary 
decisions will be the rule rather than the 
exception. Sometimes arbitrary principles 
can be justified with thought and re- 
search, but again too many discretionary 
decisions will lead the layman to regard 
such language as tinged with sophistry 
and deception. He will be justified in re- 
fering to accounting as the “phantom 
art.” 

The use of arbitrary methods to allocate 
costs is reprehensible when these methods 
have no basis in fact. How must an office 
Manager feel when he is informed by the 
accounting department that the cost of 
tepairing a lock on his office door (and 
charged to his department) amounts to 


nine dollars—one dollar for the lock, two 
dollars for labor, and six dollars for over- 
head? Maybe such an overhead rate can be 
justified in this case, but certainly the 
accounting language used to explain such 
a rate to the office manager (who knows 
nothing about accounting) must be posi- 
tive and clear. 


REALITY OF ACCOUNTING 


Third, accounting language must be 
consistent with the facts and realities of 
commercial life. The determination of 
costs and the matching of costs against 
income are being made more and more 
difficult each day because of governmental 
policy, tax laws, and sumptuary legisla- 
tion. The end of accounting is being manip- 
ulated to purposes which were not for- 
merly intended. Here language is not the 
goal, but is subordinated to other ends 
which are more fundamental for the sur- 
vival of the organization. Tax savings 
become more important than the develop- 
ment of an art. Present inventory evalua- 
tions are unrealistic compared with present 
market and replacement values because of 
the last-in first-out principle. Buildings and 
equipment are undervalued according to 
realistic principles, because of the rapid 
depreciation policies instituted by man- 
agement and sanctioned by the govern- 
ment. After World War II literally acres 
of buildings and machinery having a book 
value, of zero, even today, can be used for 
some other purpose than military produc- 
tion for another twenty-five or fifty years. 
The depreciation of the dollar (does not all 
accounting theory rest on the assumption 
of a stable monetary unit?) is affecting all 
language representing accounting realities 
to such an extent that further decline in 
the purchasing power of the dollar may 
witness an entirely new language of rec- 
ord keeping, one which will distinguish 
gains arising from regular operations of the 
business from those resulting from the 
deflation of the monetary unit. 
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REASONABLENESS OF ACCOUNTING 


Fourth, accounting language must de- 
velop theories which are reasonable. Its 
language cannot be based upon proposi- 
tions which, although indisputable in 
logic, are incompatible with common sense. 
Sometimes the conclusions reached by 
accounting procedures do not appear 
reasonable to the management or ad- 
ministration. The determination of joint 
product and by-product costs is a case 
in point. Because of the limitation of 
accounting technique it is impossible in 
many instances to allocate costs in such a 
manner that reasonably accurate costs 
can be obtained. One case is mentioned 
wherein the selling price of the article was 
ten cents; but in the maze of figures and 
arbitrary assumptions used in allocating 
overhead expenses, this article was selling 
at a loss of twenty-five cents. Was it 
reasonable to suppose that the company 
would save twenty-five cents on each unit 
if it discontinued the line of merchandise? 

Accounting is a necessary adjunct to a 
manufacturing organization. If certain 
lines are being produced and sold at a 
loss, accounting language must be able 
to convince the management that it is 
reasonable to assume that such a condi- 
tion exists. Even so it becomes necessary 
as a business policy to manufacture cer- 
tain products at a loss in order to main- 
tain a balanced line of merchandise for 
the convenience of the buyer. However, 
reasonable conclusions cannot be drawn 
unless the figures presented by the account- 
ing department are in the realm of common 
sense. 


USEFULNESS OF COST ACCOUNTING 


Fifth and last, accounting language 
must develop practices which are useful. 
Constant research must be conducted on a 
scientific basis; and continuous tests and 
checks must be instituted to measure the 
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usefulness of empirical theories and con. 
clusions. Much information compiled by 
accounting departments has been ignored 
by management. No language will receive 
acceptance if it cannot be used to an 
advantage in communicating ideas which 
can be readily understood. Many an 
accounting system has been relegated to 
the “‘dead systems’”’ file simply because it 
was not useful in expressing the pertinent 
information required by management to 
make sound decisions. 

Accounting technique also is limited as 
any other function of business by the 
amount of expense involved in order to 
establish and maintain an accounting sys- 
tem. Successful efforts have been made by 
accountants to limit their language to such 
an extent that the practice of arriving at 
costs is compatible with the expense of 
conducting its aim. 

The language of accounting need not be 
static to be useful. All language to survive 
must be dynamic, capable of growing and 
meeting changing conditions. Such a 
language, however, cannot be constructed 
on a foundation which is shifting—now 
in one direction, now in another. If ac- 
counting language is useful, it will never 
be thrown overboard during a period of 
uncertainty, because it will be the only 
common ground upon which sound deci- 
sions can be based. 


CONCLUSION 


It is believed that a language can be 
developed for accounting which will be 
recognized as an art or a department of 
scientific knowledge. It is hoped that ac- 
counting will take its place in the field of 
knowledge to the same extent that philos- 
ophy and mathematics now hold. Col- 
leges and universities have accepted it as 
a special branch of learning in their cur- 
riculum. For over thirty years professional 
accounting journals have been devoted to 
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the language of accounting in building up 
a special field of literature and in promot- 
ing research on the subject. Great strides 
have been made, maybe too quickly in 
some techniques and too slowly in others, 
but always a step forward. 

Before it is too late, however, a recon- 
sideration of the principles of the account- 
ing language should be given more atten- 
tion. The defense program must not lead to 
wasteful spending as being the guiding 
tule of accounting procedure, but in its 
place a definite language of accounting 
must be established for controlling the cost 
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of business enterprise and non-profit activi- 
ties. The language must be based upon a 
common purpose and a positive set of 
rules. It must be consistent with the facts 
and lead to reasonable conclusions. Finally 
the symbolic tools which make up the 
language of the accountant must be useful 
in their application. Otherwise, we are 
open to reproach, and the language of 
accounting will be described similarly to 
that found in Genesis, XI, 9: ‘Therefore 
the name of it is called Babel; because the 
Lord did there confound the language of 
all the earth.” 
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N EXAMINATION of American ac- 
A counting literature indicates that 
five methods have been used to 
solve accounting problems requiring the 
preparation of source and application of 
funds statements. These methods are: 
(1) comparative balance sheets, (2) working 
sheets, (3) ‘“T” accounts, (4) schedules to 
show changes in certain accounts, and 
(5) no formal papers. 

Elsewhere we have traced in detail the 
history of the various methods for solving 
funds statement problems.' The purpose 
of this article is to indicate the present 
state of development of the working sheet 
and the ‘“T”’ account solution methods and 
to illustrate a new working sheet approach 
which is believed to be superior to other 
methods. 

The problem in Exhibit I that is used 
here for illustrative purposes was given on 
the November 1951, Uniform Certified 
Public Accountants Examination in Ac- 
counting Practice. 


WORKING SHEETS 


It seems unnecessary to illustrate the 
orthodox source and application of funds 
working sheet developed by Finney in 
1923. Finney’s working sheet method and 
its chief feature—reversing entries—have 
been, over a period of years, almost uni- 


1 “Solution of Funds Statement Problem: History 
and Proposed New Method,” Accounting Research, 


1952 


versally adopted in American accounting 
textbooks and articles. Its major draw. 
back is the use of reversing entries which 
make it difficult for students to under- 
stand the mechanics of the working sheet. 
Occasional protests against this method 
have appeared from time to time in mag- 
azine articles, but, judging from its con- 
tinued use in accounting books they have 
had little effect upon its acceptance by 
accountants. 

Kester in 1946 simplified the working 
sheet by using straight-forward entries 
instead of reversing entries.? He wrote the 
journal entries in substantially the same 
way that the transactions were originally 
recorded on the books. He reduced the 
ten column working sheet to six columns 
(two columns each for balance sheet, ad- 
justments, and working funds) by omitting 
the two pairs of columns for changes in 
account balances and working capital. 
Kester wrote the adjusting entries in (1) 
the adjustments columns or (2) both the 
adjustment columns and working funds 
columns. In this way the working funds 
columns showed the adjusted amount of 
funds for each transaction. 

Finney and Miller used substantially the 
same technique as Kester for solving funds 
statement problems. Their working sheet 
is illustrated in Exhibit ITI as a solution to 


2 Kester, Ray B., Advanced Accounting, fourth edi- 


i New York: Ronald Press Company, 1946, pp. 660- 
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From the following information you are to prepare a statement showing the sources and applications of funds 


for the year 1950: 


BALANCE-SHEET ACCOUNTS 


December 31 
1949 1950 
Debits 

Cash surrender value of life insurance policies............cc.seseccessccececees ~ 8,315 9,061 
Land, buildings, machinery and equipment..................cceeeeeeeeececees 172,778 207 ,782 

$488 , 367 $495 ,878 

Credits 


The following information concerning the transactions is available: 

Net profit for 1950 was shown by the profit and loss statement as $48,097. 

. During the year 75 shares of the capital stock were repurchased at $111 and were being held in the treasury. 
Subsequent to the stock reacquisition a 10% cash dividend was paid. 

The 1950 premium on life insurance policies was $1,673. Expense was charged with $927 of this payment. 
Machinery was purchased for $31,365 and machinery costing $32,625 was retired. The retired machinery had 
accumulated depreciation of $29,105 at date of retirement. It was sold as scrap for $1,000 which was credited 
against the profit and loss on retirement of asset account. The remaining increase in fixed assets resulted from 
construction of a building. 

The serial bonds mature at the rate of $5,000 per year. In addition to the retirement of the $5,000 of bonds due 
in 1950, the company purchased and retired $8,500 of the bonds at $103. Both the premium on retirement and 
the applicable discount were charged to expense. 

The allowance for inventory loss was created by a charge to expense in each year. It is set up to reduce the in- 
ventory value of obsolete items to estimated market value. Bad accounts of $3,702 were written off against the 
allowance for loss on accounts. 

The reserve for contingencies was provided by charges against retained earnings. A debit to the reserve of 
$11,400 was made during the year. This represented the final settlement of a part of 1947 income tax liability 
which had been the subject of controversy. 


Exhibit I: Source and Application of Funds Problem (The X Company) Used for Illustrative Purposes. 


the problem given in Exhibit I. The num- into one amount. Third, each change in a 
bers for the journal entries refer to the non-current account is repeated in the 
facts of the problem. non-current account columns and a 

The salient features of Finney and Mil- straight-forward journal entry is spread 
ler’s method are as follows. First, the over five columns to show the effect 
beginning and ending trial balances are of the transaction upon working capital. 
omitted and the net changes summarized Journal entries written on two or more 
into two columns. Second, the changes in lines are identified; but a journal entry 
working capital accounts are summarized written on one line is not. Fourth, the 
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THE X COMPANY 


Statement of Application of Funds Working Papers 
Ended December 31, 1950 


Working Capital 
Non Current 
alt et Change Accounts From Other 
Debit Credit Debit Credit Operations Sources Decreases 
Decrease in Working Capital. . $43,675 $ 43,675 $ 43,675 
Cash Surrender Value of Life In- 
$ 746 $ 746 $ 746 
Unamortized Bond Discount. . 1,438 1,438 (Sb) 
Land, Buildings, Machinery, ‘and 
Equipment 35,004 31,365 (4a) 32,625 (4b) 
36,624 36, 264 
First Mortgage 4% Serial Bonds. 13,500 13,500 (5) 
Allowance Depreciation........ 14,985 29,105 (4b) 14,120 (4d) 
Reserve for Contingencies. ........ 26,100 11,400 (7b) 37,500 (7a) 
Common Stock, $100 par value... . 7,500 7,500 (2a) 
825 825 (2a) 
Retained Earnings................ 1,347 9,250 (2b) 48,097 (1) 
37 *500 (7a) 
$72,560 $72,560 
Common Stock retired at premium of 
8,325 
Payment of dividend........ 
Purchase of machinery... ... 
Sale of machinery at a loss. 2,520 (4b) 1,000 (4b) 
Regular maturity of bonds. . 
Bonds retired at premium of $255. 255 (5) : 83 3 
Amortization of bond premium..... 1,438 (5S) 
Settlement of income tax liability. . . 11,400 (7b) 
Depreciation of machinery......... 14,120 (4d) 
$66,430 66,430 
$177,455 $177,455 $111,105 $111,105 


Exhibit II: Funds Working Sheet After Finney and Miller, Used to Solve the Problem in Exhibit I. 


journal entries involving working capital 
changes are entered in two columns for in- 
creases and one column for decreases. 
Finney and Miller’s working sheet, 
illustrated in Exhibit II, is superior in 
several respects to the ten column working 
sheet that Finney had used.* The amount 
of writing time is reduced by omitting the 
two trial balances and condensing the 
working capital changes into one number. 
The use of straight-forward journal entries 
(but the working sheet itself does not 
rank as straight-forward) represented a 
major improvement over the use of re- 
versing entries. The practice of writing 
journal entries over five columns (instead 
of only one pair of columns as is ordinarily 
done on other types of working sheets) 
makes the journal entries unnecessarily 


3 Finney, H. A., and Miller, Herbert E., Principles of 
Accounting, Intermediate, fourth edition. New York: 
Prentice-Hall, Inc., 1951, pp. 615-53. 


difficult to prepare. Furthermore, the use 
of a journal entry in the non-current 
accounts columns to dispose of an item in 
the net change column runs counter to the 
usual practice of merely extending net 
changes on other types of working sheets. 


“7”? ACCOUNTS 


“T” accounts have been used by several 
writers as either the primary or secondary 
means for solving funds statement prob- 
lems. 

Young suggested the use of “T” ac- 
counts (for speed and simplicity) to show 
the change in each ledger account (except 
for working capital accounts which he 
placed in one account) during the period.‘ 
He used reversing entries to eliminate the 
changes that occurred during the period 


4 Young, Walter A., “A Method of Securing a State- 
ment of Application of Funds,’”’ ACCOUNTING REVIEW, 
10: 287-93, September, 1935. 
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in all non-current accounts. Young’s plan 
seemed to have no advantage over the 
orthodox working sheet and, apparently, 
was not used by others. 

Vatter also used ‘““T” accounts as the 
primary means for solving funds statement 
problems.’ Vatter’s major improvement 
was the use of straight-forward entries 
instead of reversing entries to explain 
the changes that occurred during the 
period. 

In the first of two examples, Vatter 
showed both beginning and ending bal- 
ances in each non-current account and 
entered the transaction(s) that caused the 
change. In the second example Vatter 
omitted beginning and ending balances and 
showed only net changes in non-current 
accounts. He drew a line below the amount 
of change and then entered the transac- 
tions that caused the change. 

Vatter’s first method is logically pref- 
erable because each ““T”’ account for non- 
current accounts was reconstructed in 
substantially the same form as in the 
original ledger. The second method re- 
quired less writing because the net change 
was substituted for two balances and was, 
Vatter said, especially suitable for solving 
problems when some transactions were not 
disclosed. As a matter of fact, either plan 
works equally well when some transac- 
tions are hidden. 

Vatter introduced an “operating and 
income effects’ account to accumulate 
the results of operations and a “current 
funds summary” account to accumulate 
the transactions affecting the current resid- 
ual equity (net working capital). 

Vatter’s second method for solving 
funds statement problems is illustrated in 
Exhibit III as a solution to the problem 
given earlier. The statement of source and 
application of funds can be prepared from 


* Vatter, William J., “A Direct Method for the Prep- 
aration of Funds Statements.” Journal of Accountancy, 
81: 479-89, June, 1946. 
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the items listed in the operating and in- 
come effects account (showing conversion 
of reported profit from the income-expense 
basis to the funds basis) and the current 
funds summary account (showing sources 
and application of funds). 

Vatter’s method represented a sub- 
stantial improvement over the orthodox 
ten-column working sheet because it used 
straight-forward journal entries instead 
of reversing entries. The information re- 
quired for the funds statement was sum- 
marized into two “‘T”’ accounts. 

Lorig pointed out that Vatter’s two “T” 
accounts (operating and income effects 
account and current funds summary ac- 
count) should be combined into one 
account.® Lorig said that it was difficult to 
classify some items as belonging in one or 
the other account. 

It appears that only one accounting 
textbook uses Vatter’s ““T’’ account meth- 
od.’ Probably the chief reason that Vat- 
ter’s method has not been accepted is his 
use of “T”’ accounts which is not generally 
accepted as a solution technique. 

The purpose of this brief review of 
currently employed techniques for solving 
source and application of funds problems 
has been to draw attention to the major 
short-comings of present methods. A new 
approach, described in the remainder of 
this article, is proposed as an alternative 
solution technique which eliminates the 
deficiencies of current methods without 
sacrifice of any of their beneficial features. 


STRAIGHT-FORWARD WORKING SHEET 


The fundamental feature of the pro- 
posed working sheet plan for solving funds 
statement problems is that the entries 
made on it are essentially the same as 


® Lorig, Arthur N., “Simplified Preparation of an Ap- 
plication of Funds Statement,” Accounting Forum, 20: 
18-20, December, 1949. 

7 Holmes, Arthur W. and Meier, Robert A., Inter- 
mediate Accounting. Chicago: Richard D. Irwin, Inc., 
1949, pp. 732-77. 
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THE X COMPANY 


Statement of Funds Working Sheet 
Year Ended December 31, 1950 


Cash Surrender Value of Life Insurance Unamortized Bond Discount 
$ 746 | $ 1,438 
(3) $ 746 | (5b) $ 1,438 
Land, Buildings, Machinery First Mortgage 4% Serial Bonds 
and Equipment 
$13,500 
$35,004 
(5a) $13, 500 
(4a) $31,365 (4b) $32,625 
(4c) 36, 264 
Reserve for Contingencies 
Allowance for Depreciation 
$26, 100 
$14,985 | 
(7b) $11,400 (7) $37 , 500 
(4a) $29, 105 | (4d) $14, 120 
| 
Paid-In Surplus 
Common Stock, $100 par value 
$ 825 
$7,500 | 
(2a) 825 
(2a) $7,500 | 
Operating and Income Effects 
Retained Earnings 
(1) $48,097 (8) $66 , 430 
$ 1,347 (4b) 2,520 
— (Sa) 255 
(2b) $ 9,250 (1) $48 , 097 (Sb) 1,438 
(7) 37,500 (4d) 14,120 
Current Fund Summary 
| $43,675 
(4b) $ 1,000 (2a) $ 8,325 
(8) 66,430 (2b) 9,250 
| ) 746 
(4a) 31,365 
(4c) 36, 264 
(Sa) 13,755 
(7b) 11, 


Exhibit III: “T” Account Method After Vatter, Used to Solve the Problem in Exhibit I. 
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were originally recorded on the formal 
books. 

In essence the working sheet is a trans- 
actions working sheet that brings together 
all desired information involving working 
capital changes. Exhibit IV illustrates the 
use of the proposed method as a solution 
to the problem given in Exhibit I. 

The general steps involved in construct- 
ing the working sheet can be combined 
with the solution to the illustrative prob- 
lem. 

Prepare a six column working sheet 
with two columns for the beginning trial 
balance, two for transactions, and two for 
the ending trial balance.* If income and 

8 The six column working sheet is suitable as a teach- 
ing device because the transactions logically explain the 


changes from beginning to ending balances in the ac- 
counts. A four column working sheet may be preferable 


93 


expense accounts are shown in the ending 
trial balance, they should be closed to the 
earned surplus account so that only bal- 
ance sheet accounts are listed. The account 
titles may be listed in any order, but it is 
desirable to lump together all working 
capital accounts, and put the initial and 
final net amounts at the end of the two 
trial balances so that there will be ample 


after the fundamental idea of straight-forward entries is 
mastered. The four column working sheet has two col- 
umns for transactions of the period and two (at the 
right) for net changes. The net changes take the place of 
beginning and ending balances and are placed at the 
right so that the transactions, written as straight-for- 
ward entries, will cross add to the net changes and ex- 
plain how they occurred. The journal entries in the 
transactions columns of the four column working sheet 
are written in the same way as they were on the six col- 
umn working sheet. The four column plan is especially 
useful for solving problems that show the amount of 
change for each account. 


THE X COMPANY 


Statement of Fund Working Sheet 
Year Ended December 31, 1950 


Trial Balance 
Jan. 1, 1950 
Debit Credit 
Cash Surrender Value of Life In- 
Policies. ............. $ 8,315 
Unamortized Bond Discount... .. 4,305 
Land, Buildings, Machinery, and 
172,778 
First Mortgage 4% Serial Bonds. . $ 77,000 
Allowance for Depreciation. ..... 96,618 
Reserve for Contingencies. ...... 37,500 
Common Stock, $100 par value. . . 100 ,000 
Paid-in 11,000 
Retained Earnings.............. 69,231 
Working Capital............... 205 ,951 


Reported Profit 
Luss on sale of machinery... ... 
Premium on bonds retired... .. 
Discount amortized on bonds. . 
Depreciation expense......... 
Treasury stock acquired....... 
Increase of cash surrender value 
of life insurance............ 
Machinery purchased 
Sale of machinery......... 
Construction of building....... 
Retirement of bonds 


$391,349 $391,349 


Transactions Trial Balance 
Dec. 31, 1950 
Debit Credit Debit Credii 
(3) $ 746 $ 9,061 
(Sb)$ 1,438 2,867 
(4a) 31,365 (4b) 32,625 207,782 
(4c) , 264 
(Sa) 13,500 $ 63,500 
(4b) 29,105 (8) 14,120 81,633 
(7b) 11,400 (7a) 37,500 63,600 
(2a) 7,500 92,500 
(2a) 825 10,175 
(2b) 9,250 (1) 48,097 70,578 
(7a) 37,500 
162,276 
(1) 48,097 
(4b) 2,520 
(Sa) 255 
(Sb) 1,438 
(8) 14,120 
(2a) 8,325 
(2b) 9,250 
(3) 746 
(4a) 31,365 
(4b) 1,000 
(4c) 36,264 
(Sa) 13,755 
(7b) 11,400 
$244,885 $244,885 $381,986 $381,986 


Exhibit IV: Straight-forward Working Sheet, Used to Solve the Problem in Exhibit I. 
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Settlement of 1947 tax liability . 
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space to enter the transactions involving 
working capital. The title “working capi- 
tal” is substituted for the individual cur- 
rent accounts when making journal en- 
tries on the working sheet. 

The transactions that are to be consid- 
ered in preparing the working sheet can 
be divided into four classes depending upon 
the nature of the accounts involved: (1) 
current accounts only, (2) income or ex- 
pense accounts anc net worth account, 
(3) current and non-current accounts, and 
(4) non-current accounts only. 

The journal entries written on the work- 
ing sheet need not be written separately. 
However, entries are shown separately 
here for explanatory purposes. In this 
illustrative solution, the facts of the prob- 
lem are treated in groups according to the 
type of transaction involved. Actually, 
the facts of the problem can be taken up 
in any desired order. In many cases it is 
suitable to follow the sequence of facts 
given in the problem. 

Under this approach those transactions 
that involved current accounts only are 
excluded from the working sheet because 
they did not involve any net change in 
working capital. An example of this type 
of transaction is stated in fact 6 of the 
problem. Bad accounts of $3,702 were 
written off against the allowance for loss 
on accounts. Transactions of this type are 
not entered on the working sheet whether 
the transaction occurred during or at the 
end of the year. 

Transactions that involved income or 
expense accounts and the net worth ac- 
count, the second class of transactions, 
are entered on the working sheet by 
making an entry similar to that originally 
used to close the net profit or net loss 
(or individual income and expense ac- 
counts, if such detail is available and 
desired on the funds statement) to earned 
surplus. The result of this entry is to set 
up the net profit as a debit to working 


capital (or the net loss as a credit to work- 
ing capital) and to show the effect of 
profit or loss upon earned surplus. 

The entry described above to record net 
profit as a debit to working capital and a 
credit to earned surplus represents the 
combined effect of two types of entries 
that were recorded on the books. The 
first type of entry reflected operations of 
the period. Income items were recorded 
as debits to working capital accounts and 
as credits to income accounts (or expense 
items as debits to expense accounts and 
as credits to working capital accounts). 
The second type of entry closed the income 
and expense accounts to the earned sur- 
plus account. If a profit resulted from 
operations, the net effect of these two 
types of entries was reflected by a debit to 
working capital and a credit to earned 
surplus. 

The single entry required to show the 
effect of operations upon working capital 
is written as entry (1) on the working sheet 
(to identify it with the facts of the prob- 
lem) as follows: 


(1) 
Working _capital—Reported 
Retained earnings......... $48 ,097 


To set up effect of period’s op- 
erations upon working cap- 
ital. 


Fact (6) of the problem states that the 
allowance for inventory loss was created by 
a charge to expense in each year and was 
set up to reduce the inventory value of 
obsolete items to estimated market value. 
The transaction was properly included in 
the expenses (and in the determination of 
net profit) and reflected a reduction of 
working capital just as much as any other 
expense. Because its effect upon working 
capital has already been reflected on the 
working papers by means of entry (1), 
this transaction should not be shown 
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separately on the working sheet nor does 
any adjustment need to be made for its 
effect upon working capital. Therefore, no 
separate entry is made on the working 
sheet because of the allowance for inven- 
tory loss. 

Entry (1) indicates that working capital 
was increased by the amount of operating 
profits. This amount will be adjusted, as 
explained below, to eliminate the effect 
of expenses (such as depreciation) and 
incomes that entered into the calculation 
of reported earnings without affecting the 
amount of working capital provided by 
operations. 

Transactions that fall into the third 
class—those that involved working capital 
and non-current accounts—are entered on 
the working sheet in essentially the same 
manner that they were originally entered 
on the formal books. This category in- 
cludes transactions involving changes in 
non-current assets (purchase or sale of 
fixed assets or investments) or non- 
current equities (issuance or redemption 
of securities, and ce laration of cash 
dividends). 

This category also includes expense and 
income items that did not involve changes 
in working capital. Such transactions must 
be entered in order to convert the net 
operating result set up by entry (1) so 
that the correct operating effect upon 
working capital is shown. Examples of 
such transactions are depreciation of 
fixed assets, amortization of bond discount 
or premium, and amortization of patents. 

The transactions in the third category 
to be entered on the working sheet are 
(with the identifying letters shown in the 
problen) as follows: 


(2a) 
Common stock, $100 par value $7,500 
Paid-in surplus.............. 825 
Working capital-Treasury 


stock acquired.......... $ 8,325 
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Purchase of 75 shares of capital 
stock at $111 per share. 


Retained earnings........... 


To enter payment of 10% cash 
dividend on 925 shares of 
$100 par value stock. 


(3) 


Cash surrender value of life in- | 


surance policies........... 
Working capital—Increase 
in cash surrender value of 
life insurance........... 


To enter $746 increase in cash 
surrender value of life insur- 
ance policies upon payment 
of $1,673 of which $927 was 
expense. 

(4a) 

Land, buildings, machinery 
and equipment............ 
Working capital—Machin- 

ery purchased........... 


To enter the application of 
working capital to purchase 
of machinery. 

(4b) 

Working capital—Sale of ma- 


Allowance for depreciation... . 
Land, building, machinery 
and equipment.......... 


To enter sale of machinery for 
$1,000 cash and to adjust the 
amount of working capital 
arising from profits set up in 
entry (1) for the loss of 
$2,520 on sale of machinery 
which did not reduce work- 
ing capital. 

(4c) 

Land, building, machinery and 
Working capital—Construc- 

tion of building......... 

To enter the application of 


working capital to construc- 
tion of building. 


746 


31,365 


1,000 


2,520 
29,105 


9,250 


746 


31,365 


32,625 
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(Sa) 
First mortgage 4% serial bonds 
Working capital—Premium on 


13,500 


Working _capital—Retire- 


ment of bonds.......... 13,755 


To enter the acquisition of 
$13,500 bonds for $13,755 
and to eliminate the effect of 
the premium ($255 charged 
to expense) upon the amount 
of working capital arising 
from profits set up in entry 
(1) so that the total amount 
paid for bonds can be shown 
as one item. 

(Sb) 

Working capital—Discount 
amortized on bonds........ 
Unamortized bond discount. 


1,438 
1,438 


To adjust the amount of work- 
ing capital set up by entry 
(1) for the amount of bond 
discount amortization in- 
cluded therein. 


(7b) 
Reserve for contingencies. .... 
Working _capital—Settle- 
ment of 1947 tax liability. 
To enter settlement of 1947 tax 


liability charged to reserve 
for contingencies. 


11,400 


(8) 
Working capital—Deprecia- 
Allowance for depreciation. . 


14,120 
14,120 
To adjust the amount of work- 
ing capital set up by entry 
(1) for the amount of depre- 
ciation expense included. 


Transactions falling into the fourth 
class—those that involved non-current 
accounts only—are entered on the working 
sheet in order to prove the arithmetical 
accuracy of each account and to disclose 
transactions that might otherwise be 
overlooked. The only entry of this type in 
the problem is as follows: 

(7a) 
Retained earnings........... $37 , 500 
Reserve for contingencies. . . 


To enter the provision for re- 


serve for contingencies 
charged against retained 
earnings. 


Each account on the working sheet 
should be proved horizontally in order to 
discover any hidden transactions that 
were not described in the facts of the 
problem. Such transactions fall into one 
of the four classes of transactions described 
above and are entered on the working 
sheet in the manner that will most logically 
explain what happened. Although there 
were no hidden transactions (both in 
amounts and accounts) in this problem, an 
example would be a decrease in earned 
surplus and an increase in common stock 
not specifically explained by any of the 
facts. In such a case, the most logical ex- 
planation would be that a common stock 
dividend was declared and issued. This 
transaction would fall into the fourth 
class of transactions described above— 
one involving non-current accounts only— 
and would be entered on the working sheet 
in the same way that it was originally 
entered: 

Earned surplas, XXXX 

Common stock............ 


To reflect declaration and is- 
suance of common stock 
dividend. 


A line-by-line proof of the working sheet 
might, for example, disclose an unerx- 
plained increase in fixed assets and de- 
crease in working capital. A reasonable 
explanation of these two changes is that 
fixed assets were purchased by payment 
of cash or by an increase in current liabili- 
ties. This transaction would fall into the 
third class of transactions described above 
—one involving both current and non- 
current accounts. The following entry 
would be made on the working sheet: 


Working capital—Purchase 
of fixed assets........... 
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To enter the application of 
working capital to purchase 
fixed assets. 


The statement of source and applica- 
tion of funds can be prepared directly 
from the items listed in the transactions 
column under the title “working capital.” 
The funds statement can be prepared in 
the usual form in which the total source 
of funds is equal to the total application 
of funds. This is a “balanced” form of 
funds statement. 

If desired, however, the funds state- 
ment can be prepared so that the net 
change in working capital is shown as the 
remainder after subtracting the total 
application of funds from the total source 
of funds. This is a “remainder” form of 
funds statement. The remainder form has 
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an important advantage over the balanced 
form of funds statement because it elimi- 
nates the anomaly of listing a decrease in 
working capital as a source of funds. 

To summarize, the primary objective 
of this article has been to illustrate a sim- 
ple working sheet plan for the quick solu- 
tion of source and application of funds 
problems. The working sheet proposed 
here is easy for students to learn because 
it uses straight-forward entries instead of 
reversing entries. Furthermore, it enables 
a person to work a funds statement prob- 
lem in less time than is required by con- 
ventional working sheets, ‘“T”’ accounts, 
or schedules. It is vastly superior to the 
haphazard plan that makes use of mar- 
ginal notes on the problem sheet itself 
without the use of formal working papers. 
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THE PROFESSIONAL ACCOUNTING 


SCHOOL AND NATURAL 
SCHOOL YEAR* 


FRANKLYN H. SWEET 
Chairman, Accounting Division, Spring Hill College 


ET US examine these academic 
Siamese twins one twin at a time; 


the professional school first. After 
several years of reading the qualifications 
of a public accountant or an executive ac- 
countant in many of our texts, in bulletins 
put out by our professional societies, and 
in discussions with colleagues, I have come 
to the conclusion that we are charged with 
the responsibility of training supermen. 
The professional accountant must be 
independent in his thinking, have more 
than ordinary analytical abilities, be able 
to engage in constructive thinking, and 
be able to explain financial statements so 
that the layman can understand them. 
He is supposed to have a broad education, 
an extensive knowledge of business prac- 
tices and procedures, and be familiar with 
commercial law. He is never supposed to 
make any mistakes; we expect him to 
write and speak English very effectively. 
He is supposed to be able to exercise best 
business judgment and have a judicial 
point of view. Our accountant is naturally 
supposed to be a man of sterling character, 
loyal to his employer and/or clients and 
very self-reliant. In some cases we must 
try to improve those attributes and in 
others, build thei completely. I say this 
without any thought of ridicule of the 
authors who have set forth these elaborate 
qualifications, without any thought of 
playing down or in any way attempting 


* This paper was presented at the Southeastern Sec- 
tion meeting of the American Accounting Association in 
Tuscaloosa, Alabama, May 2, 1952. 


to make fun of them. I agree with prac- 
tically everything that has been set forth 
as the optimum qualifications. 

Now, in view of all this, let us admit 
that we have to do much for the prospec- 
tive professional accountant. You have 
heard the ideas of the other speakers on 
this program, and you know that in order 
to give effect to all those good ideas that 
have been presented, we have an impossi- 
ble situation as far as expecting to accom- 
plish our task in four academic years. For 
another thing, it is somewhat difficult to 
mix liberal arts work with the professional 
work. The student is placed in the position 
of more or less having to serve two mas- 
ters. He often does not appreciate the 
work that is to help provide the cultural 
background. He becomes enamoured of 
his technical subjects and tends to devote 
most of his time to these. I believe that if 
we could separate this background train- 
ing and professional training for the most 
part, we would improve the situation a 
great deal. A cultural education worthy 
of the name must be properly coordinated, 
especially if it is to be “crammed”’ into 
two years. A conglomeration of courses 
taken in the college of Arts and Sciences 
is not a liberal education or even a good 
foundation. If anyone thinks the technical 
preparation of our students can be put 
over in two years, why do we start so 
much of it in the sophomore year and even 
in the freshman year. I’d like to see an 
unbroken, coordinated program of pro- 
fessional work laid out for our accountants 
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to follow the work in liberal arts. It is my 
opinion that we would get a better job 
done in both areas if we had such a pro- 
gram. 

Our executive accountant has to have 
training in business management, as well 
as accounting training. Our public ac- 
countant has to cover a wide area in the 
business field. When you consider the 
tremendous growth of the profession in 
the last twenty years, the amount of 
technical knowledge that our students 
have to absorb is appalling to behold. I 
think of this in terms of simply catching up 
with the advances of the profession. It is 
naturally assumed that the student will 
have the usual problem of keeping up with 
changes and further advances of the pro- 
fession after he leaves school. 

It is also my opinion that a certain 
amount of prestige would be developed 
for the profession. Other professions have 
deemed it worthwhile to develop profes- 
sional schools. We have our law schools, 
medical schools, divinity schools, and so 
forth. In view of the tremendous responsi- 
bility that is placed upon accountants in 
the business world, it seems to me that 
our students are entitled to professional 
training and treatment. If we cry for equal 
recognition, let us put our training on a 
sound, comparable basis. 

Now if you can agree with me to any 
extent that our young men face quite a 
task in getting ready for their professional 
work, let’s examine this professional school 
from the standpoint of how we might set 
it up. The proposals that I am going to 
advance simply represent some personal 
ideas. Naturally, in a thorough study of 
the situation and in a program of develop- 
ment, some modifications would be neces- 
sary. I would suggest a three-year pro- 
fessional school with an entrance prerequi- 
site of two or more years of liberal arts 
work. I would think that as little pre- 
scribed work in the pre-professional prepa- 


ration should be required as is feasible 
in order to make admittance to the pro- 
fessional school as easy and as flexible 
as possible. I suggest to develop a more or 
less standard curriculum which would in- 
clude the more important accounting 
courses designed to provide well-rounded 
training, considering the needs of both 
our executive and public accountants. 
Room should be left for elective work. 
Schools in certain areas of the country 
may feel that it is necessary to include 
some specialized courses because of the 
nature of commercial activity there. Some 
room should be left for electives from the 
standpoint of individual choice of the 
student. He may want to prepare for spe- 
cialized fields or simply satisfy personal 
ideas in the accounting line or business 
management line. I am of the opinion the 
American Accounting Association should 
“carry the ball” in this respect. Please do 
not misunderstand. The idea is mot to 
develop an academic strait jacket but 
to develop the professional school with a 
comparable curriculum for the most part. 

If I may be permitted to use an old 
expression, let’s figure out how we might 
“hang the bell around the cat’s neck.” 
My idea is to simply start pushing. I’d 
like to see the A.A.A. appoint a commit- 
tee to investigate the problems, to counsel 
the membership, to make some recom- 
mendations and report to the Executive 
Committee. It is possible that many of 
us may be able to bring some pressure to 
bear on our administrations and influence 
them more readily than can others. Frank- 
ly, there may be less red tape and resist- 
ance to such a change at some institutions 
than at others. A few good starts as exam- 
ples should make the task of changing in 
other schools easier as a result. I wish this 
committee would prepare a model pro- 
gram and stir up the membership to agi- 
tate in all our schools. The A.I.A. de- 
veloped a uniform examination. They had 
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three states accept it in the beginning. 
They now have 48 states using it. However, 
I hope it doesn’t take us as long to sell 
this idea. 

Now let’s consider the second twin. It 
appears to me that the natural school year 
would be a natural part of our professional 
school. The natural school year would have 
its summer vacation during the first three 
months of the calendar year. The two 
semesters or three quarters would start 
after the “busy season” and end just be- 
fore the Christmas vacation period. There 
would be breaks between these periods, 
of course. The idea would be to have a 
sort of built-in internship program. Our 
upperclass students would be completely 
free to be employed as junior accountants, 
and our teachers as senior accountants, 
with public accounting firms. Utilizing 
this vacation period in such a fashion 
would create’ no; delay whatever in the 
graduation of the student that took part 
in such an internship program. I would not 
open the program to the first year students 
at all. Those that had connections which 
would permit them to obtain experience at 
this stage would, of course, simply be on 
their own. This might also resolve some 
of our problems as far as teachers engaging 
in practice are concerned. 

Such a program as this should be well 
received by the profession. When they 
stop to consider the fact that there will 
always be a pool of extra help that can be 
definitely counted on during the busy 
season, many problems should be resolved 
for them from the standpoint of the 
amount of personnel they have to carry 
during the year in order to be properly 
prepared in the first three months of the 
year. It should help stabilize their staffs 
and reduce the temporary employment 
problems. I find it very hard to pick flaws 
in this idea at this particular point. 

Even though many of our students won’t 
be interested at all in public accounting, 


it will be an excellent chance for them to 
obtain experience from the pressure stand- 
point and may also help many of them 
definitely decide whether or not they would 
like to be public accountants. 

I don’t believe it is necessary to elabo- 
rate on the tremendous advantage to our 
teachers. Over and above the little finan- 
cial boost, the chances to obtain new ma- 
terial, to keep in touch with the latest 
developments in the profession, and to 
make mutually helpful contacts are ob- 
vious. It is possible we would lose a few 
teachers in such an exposure, but I hate 
to think we have to hide them to hold 
them. However, there is just the barest 
possibility that such a loss, if it should 
materialize, might react in such a way as 
to benefit those who stick very materi- 
ally. 

There will be problems created by this 
changeover to such an offset school year. 
There are problems connected with any 
change. I have been unable to find any 
insoluble ones in thinking this over and in 
discussing it with others. The pessimist 
can create a great deal of problems natural- 
ly. The optimist can solve many of them 
in the beginning. I think the problem is 
very easy for those schools that are on the 
quarter system. The change may create 
no problems whatever, since the great 
majority of the faculty is available the 
year round anyway, and the business 
administration faculty that would be 
offering courses in the professional school 
are available most of the year, also. There 
will be some difficulty for those schools 
that are on the semester system. A portion 
of the accounting faculty may have to be 
left with business administration on a 
regular schedule to take care of the ac- 
counting needs of Arts students. A small 
portion of the Arts faculty will have to go 
with our professional school. As yet I 
haven’t worked out a definite occupation 
for these teachers and the non-participat- 
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ing accounting teachers during the first 
three months of the year. They can always 
take a little trip to Florida or California 
or otherwise enjoy themselves in the South 
during these months. If it has been their 
custom to engage in research or writing, 
they can still do it in front of a warm fire- 
place. It is quite possible that they can 
carry on their consulting activities, if they 
customarily do this work, in the winter 
just as well as in the summer. There 
will be enough time between sessions in 
the summer for anyone to take the usual 
summer vacation. A teatative schedule 
indicated approximately a month would 
be provided in the middle of summer. 

How would we start this? It is just sim- 
ply a problem of pushing if we are inter- 
ested. It seems to me that this natural 
school year goes hand in hand with the 
professional school. If you make one 
change, why not the other, too? 

What I have discussed with you this 
morning, so far on a one-sided basis, repre- 
sents a toned-down version, and no doubt 
a more practical one, of what I really 
think about the matter. The dark thoughts 
regarding professional training that I har- 
bor in the recesses of my mind, if brought 
to the light of day might scare off some 
favorably inclined administrations as being 
too extreme, too different, and too im- 
probable of attainment. I have the satis- 
faction of knowing that a number of my 
acquaintances agree with me in these 
matters. The constantly increasing govern- 
ment regulation of business with the re- 
sulting large number of administrative 
boards is responsible for these thoughts. 
Since accounting is deeply involved in 
most of the regulations and since the legal 
profession feels that practice before these 
boards and practice concerning practical 
application of the regulations of these 
boards is sacred legal territory, some sort 
of professional mutation seems in order. 
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I can’t agree with the legal profession for 
a number of reasons I won’t embarrass 
them with at this time. They do have 
enough grounds for their unhappiness in 
the matter to make consideration of 
this mutation worth while. I believe 
we need to develop a new human pro- 
fessional flower in our intellectual bo- 
tanical gardens; not the frightening prod- 
ucts of interplanetary science fiction, but 
a reasonably normal individual trained 
for the most part as we train our account- 
ants and including a certain amount of 
legal training. The idea is to prepare our 
man to give complete professional assist- 
ance to Mr. Business Man in cutting his 
way through the dangerous regulation 
jungle. We want to bring Mr. Business 
Man through alive, that is. I firmly believe 
the complex commercial structure of the 
present calls for such an individual. Maybe 
this is a case of technological employment. 
All this implies a somewhat long profes- 
sional preparation and a somewhat differ- 
ent organization, but not as long as it 
generally takes under our present academic 
frame-work, to make this combination. I 
would certainly like to see the two pro- 
fessions mostly concerned get together and 
work this out successfully. 

To summarize the present ideas: 

I think the academic training advan- 
tages in the professional school are many, 
and quite practical. I think the chance to 
obtain practical experience within the 
training period of, say, five years, would 
be more attractive to the student, par- 
ticularly those schools on the semester 
system in that it would not so likely delay 
his graduation. I think our participating 
teachers would benefit greatly under the 
plan and would enjoy the temporary 
change of pace. I believe the profession 
would cooperate readily since it would 
largely solve certain troublesome person- 
nel problems. 
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THE DEPLETION PROBLEM 


NATHAN SEITELMAN 
Assistant Professor, The City College 


been divided on the question whether 

a charge for depletion should or 
should not be made in connection with the 
preparation of financial statements for 
mining corporations.’ This division of 
opinion is noted particularly in accounting 
for non-ferrous metal mining corpora- 
tions.” 

Although the mining industry accounts 
for only about two percent of the total 
national income,* the subject of depletion 
accounting is of sufficient theoretical as 
well as practical importance to merit ade- 
quate solution by the profession for the 
benefit of the investment public, manage- 
ment and the practitioner in the field of 
accounting. 

The public accountant expresses an 
opinion in his certificate as to the fairness 
of the financial statements as a result of 
application of generally accepted auditing 
procedures and based on consistent appli- 
cation of generally accepted accounting 
principles. However, that opinion is af- 
fected by those of experts in other pro- 
fessions in regard to financial areas which 
are not within the province of the audi- 
tor’s knowledge. Obviously, one of those 
areas requires the opinion and knowledge 
of mining engineers and geologists as to 
mine property, extractable yield and its 
exhaustion or depletion. 


P ROFESSIONAL ACCOUNTANTS have long 


PROFESSIONAL OPINIONS ON DEPLETION 


The reasons advanced for justification 
of the accountant’s position in omitting 


Frank G. Short, “Problems of Depletion,” Journal 
of Accountancy, January, 1939. 

* Fernald, Peloubet and Norton, “Accounting for 
Non-Ferrous Metal Mining Properties and Their De- 
pletion,” Journal of Accountancy, August 1939. 


a charge for depletion in the preparation 
of financial statements for mining corpo- 
rations, especially for those in the non- 
ferrous metals group,‘ are: 

1. Depletion accounting is arbitrary 
because there are many unknown facts, 
such as subsurface disturbances of ore 
veins, new explorations, increased costs 
due to extensive or intensive operations, 
decreased costs resulting from technologi- 
cal changes in extraction, and changes in 
costs due to changes in price-levels. 

2. The value of mine property depends 
on volume of ore reserves, extractability 
of ore and future prices for which there 
are no reliable data available. 

3. Profitability of mine operation de- 
pends on sales prices of the ore and its 
extraction costs, excluding depletion from 
consideration. Once a mine is paid for, 
the operator has no other choice than to 
recover as much as he can from that 
“sunk” investment just so long as sales 
prices exceed his operating costs. 

4. Corporation laws do not limit min- 
ing corporations in the same manner as 
industrial corporations are limited. Share- 
holders in mining corporations are en- 
titled to have the net proceeds’ distributed 
to them without retention of amounts for 
capital replacement or mine depletion. 

5. Market values of mining securities 
are not related to or dependent on book 
values. Market values reflect the opinions 


*U. S. Department of Commerce, National Income 
Sagehees to Survey of Current Business, July, 1947, 
p. 26, Table 13. 

* Journal of Accountancy, January, 1939 and August 
1939, loc. cit. 

5 Net proceeds means gross receipts less gross outlay, 
excluding depletion from gross outlay. (Corpus Juris 
—- vol. 18, p. 1099; “Dividends,” New York, 
1939.) 
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of mining engineers, their optimisms and 
trend of ore prices. 

The reasons justifying a depletion charge 
in financial statements are * 

1. Experience has demonstrated the 
exhaustibility of wasting assets. Depletion 
accounting reflects the decline of natural 
resources caused by physical diminution 
of the estimated quantity of extractable 
ore deposits. 

2. An inaccurate amortization of mine 
cost (based on inaccurate estimates) is 
far better than no amortization in deter- 
mination of profit and consequently sur- 
plus. Depletion is a cost like any other 
element of cost. 

3. An omission of depletion in the ac- 
counting process for mining companies 
results in financial statements which are 
more misleading than would be the case 
if depletion charges were included. 

4. Mining corporations, like industrial 
corporations, usually operate on a basis of 
a continuing organization rather than on a 
basis of liquidation. Most mining corpo- 
rations do not distribute to shareholders 
their entire net proceeds. 

5. The accountant’s opinion is based 
on reliable opinions of professional and 
skilled persons in fields other than ac- 
countancy and in other areas than de- 
pletion of mine property which are not 
precisely accurate. He is expected to ex- 
press an honest independent opinion. The 


* Bell and Johns, Auditing, 1941, rev. ed., Prentice 
Hall, Inc., N. Y., pp. 262-68 and 320; Byrnes, Baker & 
Smith, Auditing, 1948, Ronald Press Co., N. Y., pp. 
331-32; H. A. Finney, Principles of Accounting—Inter- 
mediate, 1946, third ed., Prentice Hall, pp. 361-62; A. W. 
Holmes, Advanced Accounting, vol. 1, 1947, Richard D. 
Irwin, Inc., Chicago, pp. 346, 374, 397 and 399; Roy B. 
Kester, Advanced Accounting, 1946, fourth ed., Ronald 
Press, pp. 242, 249-50, 329 and 343-45; George O. May, 
Business Income and Price Levels—An Accounting 
Study, Study Group on Business Income, July 1949, 
p. 21; Montgomery, Lenhart and Jennings, M ontgom- 
ery’s Auditing, 1949, seventh ed., Ronald Press, N. Y., 
p. 419; Newlove, Smith and White, Intermediate Ac- 
counting, 1948, rev. ed., D. C. Heath and Co., Boston, 
p. 153; and W. A. Paton, Advanced Accounting, 1941, 
The Macmillan Co., N. Y., pp. 384-90. 


public accountant has the responsibility 
of reflecting expert opinion in his financial 
report. That is not the job of the investor. 
The accountant can limit his responsibility 
in his certificate as he does in other areas 
of his report by including a statement to 
the effect “...as based on reports sub- 
mitted by Mining Engineer- 
ing Company ....” No one could hold 
the public accountant responsible for 
financially reflecting expert opinion on 
mine property. He is expected to use his 
skill in the field of accountancy and is 
not presumed to be an expert in all pro- 
fessions. 

6. Property values and securities values 
differ from their book values for industrial 
corporations as for mining corporations. 
Mining corporations are not the exception. 

7. Mine property like any other proper- 
ty and equipment is subject to obsoles- 
cence (as well as consumption) due to sub- 
stitution of new products. Disutility is 
not limited only to industrial property. 

8. Corporation laws should not be a 
limiting factor to sound accounting theory 
and good practice. 

9. The trend in accounting practice is 
to reflect depletion charges in financial 
statements. 

10. The shareholder is entitled to know 
the nature of his dividend, viz., what part 
is out of surplus and what part of it is a 
liquidation of capital for the purpose of 
income tax and differentiation between 
corpus and income in trust funds. 


STATUTORY PROVISIONS FOR MINING 
CORPORATIONS’ 


A review of the statutes under the corpo- 
ration acts of the various states indicates 
that the surplus that may be declared in 
dividends varies from state to state, de- 
pending on statutory provision and inter- 


7 Corporation Manual, United States —- 
1951, fifty-second ed., New York, passim, subdivision 
26: “Dividends.” 
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pretation by the courts.* Some statutes 
permit dividends out of all surplus, only 
realized surplus, earned surplus, or out 
of profits despite deficit.’ Following is a 
summary of current statutory require- 
ments: 

1. The statutes of thirty-one states!® do 
not contain any provision for mining cor- 
porations, although mining corporations 
have been incorporated under the laws of 
some of those states. In these states, the 
courts seem to hold the view that a mining 
corporation need not provide for depletion 
in arriving at a net profit or surplus avail- 
able for dividends." The decisions seem to 
be based on the view that a mining corpo- 
ration is organized for the sole purpose of 
operating a mine and upon exhaustion of 
that mine will not “continue” to exist or 
have reason to exist.” 

2. In sixteen states, the statutes con- 
tain specific provisions wherein directors 
of corporations engaged in exploitation of 
wasting assets may determine the annual 
net profit from such operations without 
taking into consideration depletion of 
wasting assets by consumption or lapse 
of time. Two of these states allow mining 
corporations to pay dividends out of 
accumulated profits arrived at without 
deduction for depreciation as well as de- 
pletion. 


8 Eleanor McCormick, “Nimble Dividends,” Journal 
of Accountancy, September, 1949. 
[bid 


10 Corporation Manual, op. cit.: Alabama, Arizona, 
Colorado, Connecticut, Florida, Iowa, Illinois, Ken- 
tucky, Maine, Maryland, Massachusetts, Mississippi, 
Missouri, Nebraska, New Hampshire, New Jersey, New 
Mexico, New York, North Carolina, North Dakota, 
Oregon, Rhode Island, South Carolina, South Dakota, 
Tennessee, Texas, Utah, Vermont, Virginia, Wisconsin 
and Wyoming. 

1 De Brabant v. Commercial Trust Co. of N. J., 
166A 533,133 N. J. Eq. 215; and, Dealers’ Granite Corp. 
v. Faubian, Civ. App. 13 S.W. 2d 737 (Texas). 

#2 H. W. Ballantine and George S. Hills, “Corporate 
Capital and Restrictions upon Dividends,” Account- 
ING REviEw, September 1935, pp. 267 et. seq. 

18 Corporation Manual, op. cit.; Arkansas, California, 
Delaware, Georgia, Idaho, Indiana, Kansas, Louisiana, 
Michigan, Minnesota, Montana, Nevada, Oklahoma, 
Pennsylvania, Washington and West Virginia. 

4 Tbid., Idaho and Louisiana. 
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3. Ohio’s statute is the only one which 
requires that depletion as well as deprecia. 
tion be deducted in arriving at net profit 
or surplus available for dividend purposes 
with a further clarification that surplus 
be the excess of the amount of assets over 
the total of the liabilities and stated capi- 
tal. However, the statute provides an 
exemption clause for mining companies 
that include such exemption in their char. 
ter provisions. 

4. Generally, wasting asset corporations 
may distribute the net proceeds from ex. 
ploitation even if a surplus does not exist 
or where the proceeds are less than the 
depletion cost, provided an adequate mar- 
gin of net assets are retained for the pro- 
tection of creditors and preferred stock- 
holders’ liquidation preferences. 

It would be interesting to obtain the 
court’s interpretation of the statutes ina 
case involving an industrial corporation 
which has only part of its capital invested 
in mine property. Presumably a court 
would base its opinion on the principle 
of a continuing rather than liquidating 
organization. 


FEDERAL INCOME TAX REGULATIONS 


The Treasury Department’s Regulations 
recognize depletion as a cost to be de- 
ducted from income for the purpose of 
computing the income tax, as is evidenced 
by provisions for methods of depletion for 
mining corporations. By the percentage 
method of depletion, some extractive in- 
dustries may deduct for depletion amounts 
which extend beyond a recovery of the 
original cost of mine property." This pro- 
vision was made as an added incentive for 
production for the national defense effort. 


18 Wittenberg v. Federal Mining and Smelting Co., 
133A 48, 15 Del. Ch. 147, affirmed Federal Mining and 
Smelting Co. v. Wittenberg, 138A 347, 15 Del. Ch. 
409, 55 A.L.R.I. 

16 Treasury Department, Bureau of Internal Reve- 
nue, Regulations 111, Section 29.23 (m). 
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The Western Division of the American 
Mining Congress feels that the govern- 
ment has not gone far enough in subsidiz- 
ing or relieving the industry or the share- 
holder?” As for shareholders receiving a 
liquidating dividend, the Regulations 
recognize the non-taxability of those divi- 
dends to the extent of the investor’s in- 
vestment cost.'® 


SECURITIES AND EXCHANGE ACTS 


Under the Federal Securities Act, the 
independent public accountant is required 
to show the depletion policy pursued by 
the registrant.’® Ordinarily, the depletion 
charge should be included as one of the 
costs in arriving at a net profit.” The ac- 
countant is also required to reflect changes 
in the property accounts and in allowance 
accounts, in detail, for balance sheet pur- 
poses.2 Where depletion has not been in- 
cluded as an element of cost in arriving 
at a net profit, the accountant is required 
to express an opinion with regard to the 
propriety of such practices and is further 
required to make full disclosure of that 
practice in his certificate.” 


ACCOUNTING PRACTICES IN THE NON- 
FERROUS METAL MINING INDUSTRIES 


As a basis for determining accounting 
practices, a list of twenty-four corpora- 
tions engaged in non-ferrous metal mining” 
was drawn from Moody’s Industrial Rec- 


1 4 Declaration of Policy, a \eafiet published by the 
Western Division, American Mining Congress, Oct. 22- 
24, 1951, p. 2. 

18 Regulations 111, op. cit., Section 29.115-6. 

1% Securities Act of 1933, Schedule A., subdivision 26. 

Idem. 

Tbid., subdivision 25. 

=B. B. Greidinger, Accounting Requirements of the 
Securities and Exchange Commission, The Ronald Press 
Co., New York, 1939, p. 456. 

* Aluminum Corp. of America, Anaconda Copper, 
Kennecott Copper, Andes Copper, Calumet and Hecla 
Copper, Cerro de Pasco, Consolidated Copper, Greene 
Cananea Copper, Inspiration Copper, Magna Copper, 

i Copper, Shattuck Denn, Tennessee Copper, 
Federal, Hecla, Homestake, American Zinc, Bunker 
Hill and Sullivan, Day, New Jersey Zinc, North Lilly, 
Park Utah Cons., St. Joseph Lead, and Sullivan Mines. 


ord. Their classification and frequency 
distribution by state of incorporation are 
revealed in the following table: 


TABLE 1 


Non-Ferrous METAL MIntnc CORPORATIONS FRE- 
QUENCY DISTRIBUTION BY STATE OF INCORPORATION 


Number 
of Cor- 


State of Incorporation 
porations 


The following states’ statutes are si- 
lent with regard to mining corpora- 
tions 


The following states’ statutes do not 
require depletion charge for comput- 
ing net profit or surplus with regard 
to mining corporations— 


Total Number of Corporations in both groups... 24 


It is interesting to note that none of the 
twenty-four corporations is incorporated 
in Ohio in which the statute requires both 
depreciation and depletion, unless ex- 
empted by the articles of incorporation. 

The state of Delaware was favored for 
incorporation, with Maine and New York 
second, despite the fact that the statutes 
of those states did not make any special 
provisions for mining corporations. 

Of the twenty-four corporations, seven- 
teen reflected depletion charges in their 
financial reports compared to seven that 
did not. Of the seventeen corporations 
that reflected depletion, six were incorpo- 
rated in the “silent” statute states and 
eleven in states in which the statutes 
permit exclusion of depletion for ascertain- 
ing profit or surplus. 
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TABLE 2 


Frequency DISTRIBUTION OF NON-FERROUS METAL 
Mrintnc CORPORATIONS WITH REGARD 
TO DEPLETION POLICY 


Depletion Policy 


Incor porated in 


“Silent” Statute States.... 6 3 9 
Statute States in which de- 

pletion charge is not re- 

quired in arriving at a net 

profit or surplus........ 11 + 15 


Total Number of Corpora- 


In reviewing the dividend policies of 
these corporations, balance sheets were 
examined to determine whether dividends 
were paid out to the point of affecting 
current position, creditors’ equity or pre- 
ferred capital stock equity. Of the twenty- 
four corporations, only one had a large 
term loan outstanding. This corporation 
was granted the loan on the basis that no 
dividends be paid until the loan is paid off. 
The other corporations had only small 
amounts of liabilities in relation to current 
assets even if the value of the inventory 
were excluded from consideration. Divi- 
dend payments made by these corpora- 
tions over a period of years indicated a 
clear-cut policy of a continuing, not liqui- 
dating, type of business organization. Con- 
sequently, the theory that the mining 
corporation is a liquidating type of busi- 
ness is fallacious in many instances. 


DIVIDEND LIMITS FOR MINING 
CORPORATIONS 


Most of the mining corporations under 
study declared dividends within their 
limits of earnings or surplus after providing 
for amortization of the mine cost. In no 
instance has dividends been paid to a de- 
gree which would impair their cash posi- 
tion. Thus, a discussion of the statutory 
limits for mining corporations’ dividends 


is highly theoretical. Despite that fact, 
the accountant should be in a position to 
recognize that limit for exceptional cases, 
Statutory limits are governed by two ma- 
jor factors: (1) even though a surplus 
exists, dividends should not result in in- 
solvency or inability to pay debts when 
they fall due; and (2), statutory require- 
ments as to the surplus available for 
dividends. To illustrate, the following situ- 
ation is presented. It is assumed that there 
are no receivables or liabilities outstanding 
on the balance sheet date and the unit 
rate method of depletion or amortization 
of mine cost is employed. 

Corporation XYZ purchased a mine for 
$1,000,000 with an estimated extractable 
yield of 1,000,000 tons of ore. During its 
first year of operations, the corporation 
extracted 100,000 tons of ore and sold 
90,000 tons at $2 per ton. Operating costs 
were $50,000 for extraction and $19,000 
for selling and administrative expenses. 
What is the maximum dividend that the 
mining corporation may declare? 

There are three possible interpretations 
or solutions, but only one solution can bea 
proper one in terms of the statutes and 
their legal interpretation. Each solution 
is presented with reasons as to the pro- 
priety of the particular results. 

1. This solution is predicated on a literal 
interpretation of gross receipts less gross 
outlay (or net proceeds). See the State- 
ment of Operations on the next page. 

This solution is not proper according to 
the intent of the statutes for the following 
reasons: (a) it ignores the value of 10,000 
tons of ore contained in the inventory; 
(b) from a point of view of net proceeds, 
the surplus should reflect the total of all 
assets (including inventory) less the sum 
of the liabilities and capital equities; (c) 
the legal intent was to consider mining 
corporations as liquidating corporations 
when compared with industrial corpora- 
tions. 
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The Depletion Problem 


Corporation XYZ 


Statement of Operations for the year ending (date) 


Gross Receipts from sales of 90,000 tons................ 


Less Gross Outlay: 


Extraction Costs of 100,000 tons.................... 
Selling and Administrative Expenses................. 


$50,000 


2. By appropriate accounting procedures, the following statements may be prepared 


Corporation XYZ 
Profit and Loss Statement for the year ending (date) 
Cost of Goods Sold: 
Extraction (100,000 tons): 
Less Inventory at $1.50 per ton (10,000 tons). 15,000 
Less Selling and Administrative Expenses. ............c.ccccccccccccccccccerenscceesssces 19,000 
Corporation XYZ 
Balance Sheet as of 
(date) 
lowance for De- 
Under this solution, the maximum dividend would be: 
Ordinary Dividend out of Earned Surplus. ................cccccccccccccccvccceccecssceees $ 26,000 
Liquidating Dividend out of Allowance for Depletion. 


3. In this solution, the statements are 
prepared on the tax basis. Depletion is 
charged on the basis of tonnage sold (not 
extracted). Therefore, the inventory is 
carried at the extraction cost, excluding 
depletion. Actually, the second solution 
has the same effect on profits because the 


extracted ore contains a depletion cost of 
$100,000 (instead of $90,000) and the in- 
ventory is valued at $15,000 (instead of 
$5,000), resulting in the same cost of goods 
sold, gross and net profit as in this solution. 
The only difference is that the second solu- 
tion properly reflects all elements of cost 
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in the inventory, depletion charge in the 
operating statement and allowance for 
depletion in the balance sheet. In the 
third solution, depletion charge and allow- 
ance accounts are understated. While these 
understatements do not affect the totals 
or results of statements as a whole, they 
do affect the details—inventory and de- 
pletion charges are understated, and mine 
property book value is overstated, by 
$10,000. 

Under this solution, 
dividend would be: 


the maximum 


Ordinary dividend out of Earned Surplus... $ 26,000 
Liquidating dividend out of Allowance for 


This solution, similar to that which is 
generally shown in textbooks, is partly 
incorrect because there is no reasonable 
justification for exclusion of depletion cost 
from the inventory. 


AN OLD ACCOUNTING TREATMENT 


For illustrative purposes, let us assume 
that Corporation XYZ after one year of 
operations repurchased into the treasury 
100 shares of capital stock at a cost of 
$11,000 (par value $10,000), and then 
declared dividends of $6 per share, an 
ordinary dividend of $1 and a liquidating 
dividend of $5. The journal entries for 
the dividend declarations are: 


Earned Surplus. $ 9,900 
Ordinary Dividends Payable (for 
9,900 shares outstanding at $1 
Capital Stock Redemption....... 
Liquidating Dividends Payable 
(for 9,900 shares outstanding at 


Of course, a problem develops when 
the treasury stock is resold. Should an 
entry be made charging Capital Stock 
Redemption Account and crediting Treas- 
ury Stock account for $500, because of the 
liquidating dividend where the stock is 
resold after the date of record? The author 


is of the opinion that no entry need be 
made since no redemption payments were 
actually made on the treasury stock in 
question. 

Treasury stock may be treated on the 
balance sheet as a subtraction from the 
net worth. In order to conserve space, 
the author is presenting only one method, 
viz., where the treasury stock is carried at 
cost and is subtracted from the net worth 
on the balance sheet. The balance sheet is 
shown at the top of the next page. 

In this illustration, the theoretical limits 
of maximum dividends, excluding the 
current dividend declarations, are: 
Ordinary Dividend out of unrestricted or free 
Liquidating Dividend out of allowance for de- 


pletion less capital Stock Redemptions to 
date ($100,000-49,500) 


Therefore, the theoretical limits of maxi- 
mum dividends may be expressed by the 
following equations: 


Ordinary Dividend out of appropriate surplus under the 
statute less the cost of treasury stock 

Liquidating Dividend equals Allowance for Depletion 
less the sum of Capital Stock Redemption plus any 
negative result arising from the equation for ordinary 
dividends. 


CONCLUSIONS 


1. Accounting literature indicates that 
a predominant number of authorities favor 
accounting for depletion in order to main- 
tain the integrity of capital and prepare 
more accurate financial statements. 

2. Objectivity of accountancy is founded 
on good accounting theory and practice 
which extends beyond the limits of the 
statutes. 

3. The shareholder is entitled to know 
the nature of his dividend—what part of 
it is out of surplus and what part of it isa 
liquidation of capital: (a) for income tax 

™ A negative result could arise where surplus is re- 
duced by losses from operations after the purchase of 
treasury stock so that the cost of treasury stock exceeds 


the surplus that may be paid out in dividends under the 
particular state’s statutes. 
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Cor poration XYZ 
Balance Sheet as of (Date) 


Mine Property (cost). 
Less Allowance for 


Depletion...... 


Liabilities 


$100,000 Ordinary Dividends Payable......... $ 9,900 
15,000 Liquidating Div. Payable............ 49,500 


Total (Current) Liabilities................... $ 


Net Worth 


Less ‘Stock Re- 
demption.......... 49,500 


Unredeemed Balance............ 
Surplus 
Earned—Free........... 


$ 5,100 


Earned—Restricted by 


Treasury Stock (100 sh) 


$1,015,000 


purposes, and (b) for the purpose of differ- 
entiation between corpus and income in 
regard to trust funds. 

4. The survey of current practices in 
the non-ferrous metal mining corporations 
reveals: 

(a) that seventeen out of twenty-four 
corporations favored reflection of depletion 
in their financial statements, despite the 
fact that they were incorporated under 
statutes that do not require amortization 
of mine property in arriving at net profit 


11,000 16,100 


955,600 
$1,015,000 


and consequently surplus; 

(b) that dividends were declared on 
basis of going concerns and not liquidating 
corporations; 

(c) that dividends were governed by 
their cash position and solvency rather 
than the amount that may be declared in 
liquidation; and 

(d) that the theoretical limits of divi- 
dends were not applied in a single instance 
of the twenty-four corporations under 
study. 
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REPORT OF THE ANNUAL 
CONVENTION 


CHARLES J. GAA 
Secretary-Treasurer 


counting Association present at the 

Annual Convention enjoyed a very 
fine meeting in Minneapolis, Minnesota on 
September 4 and 5, 1952. Professor E. A. 
Heilman, his convention arrangements 
committee, Mrs. Carl L. Nelson, her 
women’s program committee, Dean R. L. 
Kozelka of the School of Business Ad- 
ministration, and other members of the 
staff of the University of Minnesota earned 
our appreciation for the hospitality and 
efficiency they displayed. 

The program, which was published in 
the July, 1952 issue of the AccoUNTING 
REVIEW, included two days of events for 
the women; a coffee hour held by the 
University of Minnesota in the Coffman 
Memorial Union; a business meeting lunch- 
eon on Thursday; a banquet on Thurs- 
day; a luncheon meeting on Friday, at 
which Mr. J. William Hope, President of 
the American Institute of Accountants, 
spoke on the subject of cooperation be- 
tween the American Accounting Associa- 
tion and the American Institute of Ac- 
countants; and two days of excellent tech- 
nical meetings. The Executive Committee 
met on Tuesday and Wednesday and on 
Friday morning; other committees also 
met before, during, or after the period of 
the Annual Convention. 

The business meeting was held on Sep- 
tember 4 in the Coffman Memorial Union 
after the luncheon. President George 
Husband of the American Accounting As- 
sociation and Dean R. L. Kozelka of the 
School of Business Administration, Uni- 
versity of Minnesota welcomed the mem- 
bers in attendance. Mr. Clark L. Simpson, 


T= MEMBERS of the American Ac- 


Associate Controller of the Mutual Secur. 
ity Agency and Director of Education of 
the Federal Government Accountants 
Association, made a brief talk during 
which he expressed the appreciation of 
government accountants for the work be- 
ing done by educators. 

Brief reports regarding the work of their 
offices were given by Charles J. Gaa, 
Secretary-Treasurer, Frank P. Smith, Edi- 
tor of the AccounTING REVIEW, and 
Ralph C. Jones, Director of Research. 
Professor Jones also reported on the na- 
ture and status of the American Account- 
ing Association research project and the 
related grant of funds from the Merrill 
Foundation. Professor Smith reported 
that the winners in the Student Prize 
Essay Contest were Mr. James Raptis 
(first), Mr. Harry Burleson (second), Mr. 
Edward P. Sine, and Mr. Roger L. Norton 
(honorable mention). The first two were 
awarded cash prizes of $100.00 and $50.00 
respectively, and all four were given a 
one-year subscription to the ACCOUNTING 
REVIEW. 

President Husband, in his report on 
Association activities, discussed the work 
of Association committees and subcom- 
mittees, the grant from the Merrill Foun- 
dation, a grant from the Stans Foundation, 
the Sixth International Congress in Lon- 
don, and cooperation by the Association 
with other organizations. Special sub- 
committees appointed this year in addition 
to the committees listed in the convention 
program and the ACCOUNTING REVIEW are 
reorganization of committee structure of 
the Association, regional meetings, awards, 
student prize essay contest, selection of 
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Report of the Annual Convention 


site for the 1953 annual meeting, and re- 
search. Professor Husband announced that 
the 1953 convention will be held in Chapel 
Hill, North Carolina, at the University 
of North Carolina. 

The banquet was held in the evening of 
September 4 in the Coffman Memorial 
Union. President Husband introduced the 
guests. The guests and the members of 
the Executive Committee who were seated 
at the speaker’s table were: Luis C. Diaz, 
representative of the Philippine Institute 
of Accountants; John Arch White, Grand 
President of Beta Alpha Psi; Richard 
Claire, Vice President; Thomas M. Dick- 
erson, Vice President; Ralph C. Jones, 
Director of Research; Ernest Heilman, 
Chairman of Convention Arrangements 
Committee; Eugene Ratcliffe, Chairman 
of Education Committee of the Institute 
of Internal Auditors; J. Brooks Heckert, 
National President of the National Associ- 
ation of Cost Accountants; Willard Gra- 
ham, Vice President; Raymond G. Wool- 
ever, Grand President, Alpha Kappa Psi; 
President George R. Husband; Gideon 
Seymour, the principal speaker; J. William 
Hope, President of the American Institute 
of Accountants; Richard L. Kozelka, Dean 
of the School of Business Administration 
of the University of Minnesota; S. T. 
Helleloid, Vice President of the Minneso- 
ta Society of Certified Public Accountants; 
Edward Pearson, Secretary of the Min- 
nesota State Board of C.P.A. Examiners; 
Frank P. Smith, Editor of the ACCOUNTING 
Review; Charles J. Gaa, Secretary-Treas- 
urer; S. Paul Garner, Past President; 
Clark Simpson, Associate Controller of the 
Mutual Security Agency; Robert L. Dixon, 
Past President; Ernest Winter, President 
Minneapolis Chapter of the National 
Association of Cost Accountants; Clyde 
Hegman, President of the Minneapolis 
Control of the Controllers Institute; and 
Perry Mason, Past President. 

After President Husband introduced the 
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guests, he expressed his appreciation for 
the work done by the Convention A: -ange- 
ments Committee and the Women’s Pro- 
gram Committee and introduced the mem- 
bers. Then he thanked the members of all 
other committees of the Association. Mr. 
Gideon Seymour, Vice President and 
Executive Editor, the Minneapolis Star 
and Tribune, spoke on “The Rest of Our 
Lives.’”’ He made a very informative and 
interesting talk regarding present and 
future international relationships and a 
forecast based on what has happened in 
past centuries. 

Mr. Raymond G. Woolever, Grand 
President of Alpha Kappa Psi, awarded a 
life membership in the American Account- 
ing Association to the accountant in public 
or industrial work who has done the most 
for accounting education during the past 
year. A special subcommittee of the Ameri- 
can Accounting Association selected Mr. 
Maurice H. Stans, partner in Alexander 
Grant & Company, as the most appro- 
priate person to receive the 1952 award. 

Mr. Woolever read the following cita- 
tion: 

“Mr. Maurice H. Stans is an active partner in 
a progressive and rapidly growing public account- 
ing firm. Nevertheless, he has found time over the 
years to make significant contributions to ac- 
counting education. He has written and published 
numerous articles on accounting subjects. He has 
discussed accounting issues before audiences of 
many kinds in all sections of this country, serving 
somewhat as an accounting missionary. He has 
served both his national and his state public 
accounting organizations in many high-level 
capacities—as officer, director, council member, 
committeeman, author, and editor. Since 1950 he 
has been a member of the Committee of Ac- 
counting Concepts and Standards of the American 
Accounting Association, in which connection he 
has made exceedingly important contributions to 
its deliberations and its conclusions. Through 
these various media he has exerted a strong and 
lasting influence upon accounting education and 
accounting progress. Mr. Stans, in recognition 
and appreciation of these important contribu- 
tions to accounting education, as President of 
Alpha Kappa Psi and upon the nomination of the 
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Association’s Committee on Awards, I am happy 
to present to you a Life Membership in the Ameri- 
can Accounting Association.” 


The Nominating Committee (James L. 
Dohr, S. Paul Garner, Hiram T. Scovill, 
Sidney G. Winter, and Perry Mason, 
Chairman) nominated a slate of officers 
for 1953. No other nominations were made 
and the following persons were elected 
unanimously. 

President—Russell H. Hassler, Harvard 

University 
Vice-president—Weldon Powell, Has- 


kins & Sells, New York 


Vice-President—Robert E. Walden, In- 


diana University 


Vice-president—John Arch White, Uni- 


versity of Texas 
Secretary-Treasurer—Charles J. Gaa, 
University of Illinois 
Director of Research—Ralph C. Jones, 
Yale University 
Editor, ACCOUNTING REVIEW—Frank 
P. Smith, University of Michigan 
President-elect Hassler spoke briefly, 
after which the meeting was adjourned. 
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THE TEACHERS’ CLINIC 


FRANK S. KAULBACK, JR. 


Epitor’s Note: Many of the experienced teachers, as well as some of the new ones have developed devices 
and techniques for the presentation of certain of the knotty aspects of accounting, and it is felt that such sug- 
gestions might well be made available to the other members of the teaching profession through The Teachers’ Clinic. 
Accordingly, contributions are hereby invited. Please address all correspondence to Frank S. Kaulback, Jr., 
School of Commerce, University of Virginia, Charlottesville, Virginia. 


AN EXPERIENCE IN TEACHING ACCOUNTANTS’ REPORT 
WRITING BY VISUAL METHODS 


Max W. Bay 
University of Southern California 


The undergraduate accounting student 
generally faces his first main experiences 
with the practical facts of accounting life 
in the course in report writing. He meets 
reality somewhat, of course, in such stud- 
ies as auditing and taxation, but, in the 
main, he has been concerned primarily 
with theoretical concepts. He has not 
faced the necessity ordinarily, for exam- 
ple, of preparing realistic, complete, and 
formal communications for actual readers 
with vested interests. The aim of the 
report writing course thus becomes one of 
generating clear and comprehensive un- 
derstanding on the part of students as to 
the purposes, scope, and manner of pres- 
entation of reports by independent public 
accountants. 

Personal experience has indicated that 
the most effective approach to realistic 
student comprehension of the “whole” re- 
port has been through the direct use of 
actual reports prepared by practicing 
accountants. Visual aids have provided 
the medium by which such reports could 
be handled practically in the classroom. 

Various areas of emphasis exist in the 
report writing course, which provide fertile 
ground for visual presentation. Among 
these are: 

(1) The form and content of letters of 
transmittal, the financial state- 
ments, their supporting schedules 
and exhibits, and various other anal- 


yses, and the important report 
commentary. 

(2) The arrangement of the more im- 
portant abnormal situations which 
appear frequently in financial state- 
ments, their implications, and their 
variations of shading and treatment. 

(3) The graphic presentation and lan- 
guage of footnotes, opinions, excep- 
tions and disclaimers. 

(4) The total visual effect and impact 
of the accountant’s communication 
upon readers. 

The writer, from his own experience as a 
practicing Certified Public Accountant, 
compiled numerous actual case situations 
of the desired variety and assembled them 
into a students’ work book. Solutions for 
these cases have been photographed on 
transparencies for projection on the Visual 
Cast Projector (for further details, see 
article by Professor Robert Dinman in 
the July, 1951 issue of the AccOUNTING 
REVIEW). This type of projection is nicely 
suited to the purpose since the instructor 
stands well in front of his class and obtains 
good projective results in a fairly well 
lighted classroom. The shadow of a pencil 
placed against the transparency, acts as a 
pointer. 

On the due dates of assigned cases, 
major points involved are first discussed 
by instructor and students. Actual report 
solutions are then projected onto a daylite 
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type, wall-mounted screen (dimensions— 
10 feet by 10 feet). Each page of the report 
is shown and discussed in detail as to con- 
tent, form, language and effect. Students 
are found to be stimulated immediately 
thereby to further discussion and debate, 
and frequently suggest improvements to 
the projected content. Adequate oppor- 
tunity is provided for exhaustive discus- 
sion before shifting over the next 
transparency. A strong impression is 
gained by the student of each whole page, 
its details, and highlights of the subject 
matter. Rapid progress in the students’ 
skill is generally apparent within a rela- 
tively few weeks. 

The visual method of presentation used 
during the last four academic semesters 
contrasts most favorably with the writer’s 
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earlier experiences over an equal period 
of time with oral methods of presentation, 
Previously, the student difficulty in com. 
prehension was manifested by a lack of 
classroom discussion and the slow rate of 
absorption of course content. There ap- 
peared to exist in the earlier semesters a 
considerable bewilderment, which the in- 
structor failed to penetrate effectively. 
Currently, the greater proportion of time 
spent in the discussion of visual material 
and the lesser time in lecture has achieved 
a result which is far more productive and 
realistic than that of the earlier painstak- 
ing and detailed series of lectures. The 
voluntary after-class comments of the 
students bear testimony to the sub- 
stantial superiority of the visual method. 


ACCOUNTING FOR VARIATION IN GROSS PROFIT 


JoHN Woopwarp FItzGERALD 
Ithaca College 


This article is in the nature of a sequel 
to, and makes use of the illustrative prob- 
lem employed in, G. G. Fullerton’s valua- 
ble contribution under the same title ap- 
pearing in the April 1952 issue of the 
ACCOUNTING REVIEW. Its chief purpose is 
to call attention to the following points. 
(1) A fundamental understanding of this 
subject is most readily imparted by the 
instructor, and assimilated by the student, 
if the factors involved are interpreted in 
terms of straight lines, areas, and their 
respective ratios; the resulting diagram 
would serve as a useful graphic accompani- 
ment to any report containing a schedule 
of analysis of variation in gross profit. 
(2) Prior to the drawing up of the formal 
schedule(s) in customary “longhand”’ form, 
the use of “mathematical shorthand,” 
as illustrated in the accompanying sched- 
ules as well as in the text of this article, 


appreciably increases the efficiency and 
effectiveness with which both oral and 
written discussion of the subject can be 
conducted; in the conventional analysis, 
at least two concepts, which still remain 
to be expressed satisfactorily in words, 
may be conveyed with ease and expliait- 
ness in terms of lines, areas, and symbols. 
(3) The conventional analysis and the 
various types of schedules resulting there- 
from are subject to adverse criticism in 
respects other than the one very appro- 
priately cited by Fullerton to the effect 
that that part of the change in gross profit 
which is not due to the change in the 


physical volume of sales, is mot due to the | 


change in the gross profit rate, but—as the 
present writer wishes to add—to the 
change in the wit gross profit. (4) Al 
though the scope of this article is re 
stricted to the subject of gross profit vati- 
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ation, it should be observed that much of 
the following discussion has a direct bear- 
ing on the theory underlying standard cost 
accounting. 

It is essential at this point that the 
reader make a careful comparison between 
all of the information provided by the 
accompanying table on the one hand, and 
the accompanying diagram on the other. 
After this has been done, the following 
remarks may help to complete the back- 
ground against which the remainder of 
this article will be presented. 

All of the letters appearing on the 
diagram are “‘small’’ (i.e., “lower case’’) 
letters. The small letters m, s, c, and , 
individually, identify single straight lines. 
The remaining small letters, individually, 
identify points; in pairs, identify single 
straight lines; and in groups of three 
or more, identify connecting straight lines 
and/or their enclosed areas. The “‘capital”’ 
letters S, C, and P (which correspond to 
the rectangular diagram-areas specified in 
the table) have been omitted from the 
diagram itself in order to avoid unneces- 
sarily complicated lettering there, but 
appear, and are defined, in the table. 

In general, the values of items repre- 
sented by letters and their various combi- 
nations have both a numerical and a 
“directional” (i.e., either positive or nega- 
tive) component. In this particular subject, 
however, the directional components of 
the values of the items represented by the 
individual small and capital letters specifi- 
cally mentioned in the preceding para- 


» gtaph are either always positive (as is the 


case with m, s, c, S, and C), or practically 
always positive (as is the case with p and 
P 


In general, the descriptive symbol A (i.e., 
“delta”) signifies “a change in” the value 


| of the item designated by the letter which 


follows it. In the present problem, however, 
where all of the changes appearing in the 
schedules happen to consist of increases, 
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A may be taken in the schedules to mean 
“an increase in’ the value of the item 
designated by the letter which follows it. 
In other problems, wherever decreases 
are involved, it may be found convenient 
to use in the schedules the same symbol 
with a minus sign inscribed therein to 
signify a decrease in the value of the item 
designated by the letter which follows it. 

In discussing this subject, it frequently 
proves convenient to utilize the symbol > 
to indicate “‘is greater than,” and the sym- 
bol < to indicate “is less than.” In the 
type of analysis proposed in this article, 
for instance, it is desirable upon certain 
occasions to state concisely either that 
As>Ac, or that As<Ac. In problems such 
as the present one, where the values of 
both As and Ac are positive, no difficulty 
should be encountered in making such 
statements correctly (since it is obvious 
enough, for example, that +4>-+3, and 
that +3<-+4). However, in other prob- 
lems, wherever one of these values is 
negative, or wherever both of these values 
are negative, one should be fully aware 
that such statements must always be 
made, having in mind a scale comparable 
to the one used for thermometers. For 
example, at first sight, it may be less ob- 
vious, but in this connection nonetheless 
true, not only that +3>—4 (3 degrees 
above zero is a higher, i.e., “greater” 
temperature than 4 degrees below zero), 
but also that —3>—4 (3 degrees below 
zero is a higher, i.e., “greater” tempera- 
ture than 4 degrees below zero). It is 
with this in mind, therefore, that these 
symbols should be used, especially when 
comparing a positive with a negative value 
(or vice versa), or one negative value with 
another negative value. 

As indicated in the table, the subscript 
“1”” associates the letters so subscribed 
with the “first” (chronologically) or “base”’ 
year of 1949, and the subscript “2” associ- 
ates the letters so subscribed with the 
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1949 
"first", “base” year 


1959 
“second”, 1.0, “compared” year 
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1, 4P due to 4n alone: 
AS due to An alone: 
ct: 
Deduc 
AS due to An alone 


AP due to An alone 


2, AP due to Ap alone: 
4S due to As alone: 
Deduct: 
AS due to As alone 
Deduct: AC due to Ac alone: 


Deduct: 
AC due to Ac alone 


4P due to Ap alone 


AP due to the above mentioned two causes 


1. AP due to An alone 


2. AF due to Ap alone: 


45 due to 4s 
Dedu:t: 47 due to Ac alone 


AF due to Ap alone 


3. OF due to An with Ap: 


AS due to An with 4s 
Deduct: due to 4n wit» Gc 


OP due to An with Ap 


(Note: of this AF: § is due to nj 
and 4 is due to 4p) 


OP due to the above mentioned three causes 
ambibit LU 


1, AT due An: 


alsne 


with Ap (Leee, § of €23) 


AF cue O 


2. OF due to Ap: 


alone 
with 4n (1.0., 4 of 623) 


AP due to Ap 


4! to the above mentioned tno causer 


Based on Causes 
(edure) (140,000 x 120%) 
(abtre) 

(ddutd) 
(fmutt) 28,000 x 30%) 
(adeva) 
(adura) (149,000 x 1274) 
(rusvr) 
(adoia) 
(adhea) ( 98,000 x 129%) 
(ehoie) 


(rusvr - ehote) 


(mozvrtm - efme) 


Proposed 
Sased on Three 8 


( 42,0" x 2°90) 

(rtwve) (149,997 x 158) 

(efaie) ( 96,9 x 18.25%) 
(rtwwr - efaie) 

(tuswt) (140,000 x 153 x 
( 98,00° x 18.25% x 27%) 
(tusxt - fhomf) 


(soevria - efmie) 


Fased on Two -auses 


(featr’ 


(rtuvr - efmie) 
(tawt - font) 


(rtevr - efote) 


(mosvrtm - efmie) 


193,200.00 


139,962.00 
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168,000. 
240,00.) 
25,200.00 
44238. 
22.138, 
6,499.9) 
21,009.97 
3115.9) 
30577402 
124138,°> 
8,711.5" 
3,115.79 
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“second” (chronologically) or “compared” 
year of 1950. 

The small letter m represents the (actual 
or average) number of units sold, and is 
intended in this article to be synonymous 
with the expression “physical sales vol- 
ume’’; its value (in this subject) is always 
positive (since it is not possible to sell 
less than no units). The expression m 
represents the number of ‘units sold during 
the first year; #2 represents the number of 
units sold during the second year. The 
expression An represents the change in 
the value of (as between the two years), 
and equals m, minus m. If m,:>m (as is 
specified by the present problem), the 
value of Am (i.e., m2—m) is positive, de- 
noting an increase in the value of m which 
is indicated on the diagram by a movernent 
to the right (from point d to point d). In 
other problems: wherever m2<m, the value 
of An (i.e., m2—m) would be negative, 
denoting a decrease in the value of 
which would be indicated on the diagram 
by a movement to the left (from point d); 
and wherever #:=m, the value of An 
(i.e., #2—m) would be zero, denoting no 
change in the value of » (or movement from 
point 6 on the diagram) at all. The 
expression An/m represents the fractional 
(i.e., percentage) change in the value of m. 

The small letter s represents the (actual 
or average) unit sales price; its value (in 
this subject) is always positive (since sales 
would hardly be made for less than noth- 
ing). The expression s, represents the unit 
sales price during the first year; s2 repre- 
sents the unit sales price during the second 
year. The expression As represents the 
change in the value of s (as between the 
two years), and equals sz; minus 5. If 
S2>5, (as will be determined in solving 
the present problem), the value of As 
(i.e., S2—5:) is positive, denoting an in- 
crease in the value of s which is indicated 
on the diagram by a movement upward 
(from point r to point v). In other prob- 
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lems: wherever s:<5;, the value of As (i.e, 
S2—51) would be negative, denoting a de. 
crease in the value of s which would be 
indicated on the diagram by a movement 
downward (from point r); and wherever 
S2== 5, the value of As (i.e., would 
be zero, denoting no change in the value 
of s (or movement from point r on the 
diagram) at all. The expression As/s, 
represents the fractional (i.e., percentage) 
change in the value of s. 

The small letter c represents the (actual 
or average) unit cost price; its value (in 
this subject) is always positive (since 
purchases could hardly be made for less 
than nothing). The expression ¢, repre- 
sents the unit cost price during the first 
year; C2 represents the unit cost price dur- 
ing the second year. The expression Ac 
represents the change in the value of ¢ 
(as between the two years), and equals ¢; 
minus ¢. If ¢2>¢; (as will be determined in 
solving the present problem), the value of 
Ac (ie., is positive, denoting an 
increase in the value of c which is indi- 
cated on the diagram by a movement 
upward (from point ¢ to point z). In other 
problems: wherever c2<c, the value of 
Ac (i.€., ¢e—c1) would be negative, denoting 
a decrease in the value of c which would 
be indicated on the diagram by a move- 
ment downward (from point e); and wher- 
ever C2=G, the value of Ac (i.e., c2—G) 
would be zero, denoting no change in the 
value of c (or movement from point ¢ on 
the diagram) at all. The expression Ac/« 
represents the fractional (i.e., percentage) 
change in the value of c. 

The small letter p represents the (actual 
or average) unit gross profit; its value 
(in this subject) is practically always 
positive (since sales normally in business 
are but rarely made at a gross loss). The 
expression ); represents the unit gross 
profit during the first year; p2 represents 
the unit gross profit during the second 
year. The expression Ap (which is not 
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illustrated explicitly on the diagram) repre- 
sents the change in the value of p (as be- 
tween the two years), and equals p2 minus 
p. It is apparent from the diagram that 
pr+A4s—Ac= ps. By rearranging the terms 
of this equation, it is evident that p2—f, 
=As—Ac. Since, as indicated immediately 
above, Ap=p2—fr, then Ap=As—Ac. If 
As>Ac (as will be determined in solving 
the present problem), the value of Ap (i.e., 
tr-f:) is positive, denoting an increase 
in the value of p which is indicated on the 
diagram by the fact that p2>,. In other 
problems: wherever As<Ac, the value of 
Ap (i.e., p2>— pi) would be negative, denot- 
ing a decrease in the value of » which 
would be indicated on the diagram by the 
fact that p2< i; and wherever As=Ac, the 
value of Ap (i.e., ~2—p:) would be zero, 
denoting no change in the value of p at 
all, which would be indicated on the dia- 
gram by the fact that p2= :. The expres- 
sion Ap/p; represents the fractional (i.e., 
percentage) change in the value of p. 

In any problem of this type, the es- 
sential “given” information consists of 
the sales and cost of sales (i.e., cost of 
goods sold) dollar values for the first and 
second periods (for the present problem, 
see the dollar values given in the table for 
Si, S2, C;, and C:)—and one additional 
piece of data. This one additional piece 
of data is essential, and as long as it is 
withheld, the problem (at least as here 
envisaged) remains insoluble, and the 
diagram relating to it must remain incom- 
plete, being confined to the lines repre- 
senting the first period (for the present 
problem, see on the diagram, the heavy 
lines representing the first year). This one 
additional piece of data may be the value 
(with both numerical and directional com- 
ponents) of any one of the following four 
fractional (i.e., percentage) changes: An/m, 
As/s,, Ac/c, or Ap/p:. The values (with 
both components) of these four fractional 
changes are interrelated (through the sales 
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and cost of sales dollar values given), so 
that the specification of a value (with both 
components) for any one of the four, will 
automatically fix the values (with both 
components) of the remaining three. 

Assume, in the present problem, as did 
Fullerton in the first instance, that the 
fractional change An/m is specified as an 
increase of 20% (i.e., as a positive numeri- 
cal value of 20/100). The fact that the 
value of An/m, has been specified as posi- 
tive permits the location on the diagram 
of point d to the right of point b. The values 
(with both components) of the remaining 
three fractional changes may be deter- 
mined either from the basic relationships 
shown in the accompanying table, or from 
the following expressions (useful, inciden- 
tally, for the design, as well as for the 
solution, of problems of this type) which 
have been derived from these basic rela- 
tionships: 


1 
1 A = 1 
(1) 2/SiX 1+An/n 


2 A 1 
(2) 2/CiX 


3 A = P,/ 1 
(3) b/ Pr o/ PiX 1+ An/m 


Either of these two procedures results in 
determining for the present problem the 
following values (all positive, hence denot- 
ing increases) for these three fractional 
(ie., percentage) changes: As/s;, 15%; 
18.25%; and Ap/fi, 7 & 5/12%. 
The fact that the first two of these three 
values are positive makes it possible to 
locate on the diagram point » above point 
r, and point i above point e, and conse- 
quently permits the completion of the 
remainder of the diagram, namely, the 
light (but continuous) lines representing 
the second year. It might be mentioned 
in passing that the visual distinction be- 
tween the two years, which has had to be 
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effected in the accompanying diagram by 
using heavy and light lines, may usually 
be attained more satisfactorily by em- 
ploying two contrasting colors. Having 
the values of the first two of the above 
mentioned fractional changes, it becomes 
a simple matter, with the aid of the “giv- 
en” information and the uiagram, to 
draw up any schedule(s) required. It might 
be pointed out as a matter of considerable 
practical importance that each one of the 
above three equations still remains valid 
if the two fractional changes within the 
same equation (e.g., As/s; and An/m, in 
equation 1) simply change places. This 
means, for example, that if in the present 
problem the value of As/s, had been speci- 
fied as a 15% increase, the value of An/n, 
could be determined as an increase of 20% 
from the following rearranged form of 
equation 1 


An/n, =S2/S1X 


1+As/s; 


after which the remaining values of an 
18.25% increase for Ac/c; and a7 & 5/12% 
increase for Ap/p; could be determined 
from equations 2 and 3. 

It is characteristic of the type of prob- 
lem discussed here that the absolute values 
of all of the following twelve items remain 
unknown: ™, m2, An; $1, S2, AS; G, C2, Ac; 
and fi, p2, Ap. If the absolute value of any 
one of these twelve items should be given, 
the absolute values of all of the remaining 
eleven items could be determined easily 
with the aid of the data and the relation- 
ships given in the table and the data deter- 
mined and the relationships discussed 
above. 

The accompanying diagram is a photo- 
graphic reproduction of an original which 
was drawn for the present problem with a 
relatively high degree of accuracy. Since 
such reproductions usually result in a 
certain amount of distortion, the following 
statements should be interpreted as apply- 
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ing to the original diagram rather than to 
the one actually appearing with this article, 
The linear unit used is one-thirtieth of an 
inch. Line ab (representing m) measures 
100 of these units; line ar (representing s,) 
also measures 100 of these units; and line 
ae (representing c,) measures 70 (i.e., 70% 
of 100, see the first year percentage column 
in the accompanying table) of these units, 
Since the value of An/m, is specified as 
20%, line bd (representing An) measures 
20 (i.e., 20% of 100) units. Since the value 
of As/s, has been determined to be 15%, 
line rv (representing As) measures 15 (ice,, 
15% of 100) units. Since the value of 
Ac/c, has been determined to be 18.25%, 
line ei (representing Ac) measures 12.775 
(i.e., 18.25% of 70) units. Since lines ab 
and ar (representing m and s; respectively) 
measure 100 linear units each, the area 
abira measures 10,000 square units, and 
since each 
square unit on the diagram represents $14. 

Although an accurately drawn diagram 
makes possible a completely graphical 
solution to a problem of this type, it is 
being suggested here that normally only 
a rough sketch be drawn as an aid in the 
making of a non-graphical solution. In 
such a rough sketch, it is sufficient to 
make lines ab and ar (representing m, and 5 
respectively) approximately equal in 
length, to make line ae (representing ©) 
roughtly (i.e., m¢1/ms; hence C,/Si) 
of the length chosen for line ar (represent- 
ing s:). As for the remainder of such a 
sketch, it is sufficient to know (from the 
directional components of the values of 
the three fractional changes An/m, As/s;, 
and Ac/c;) only whether point d lies to the 
right or to the left of point 5, whether 
point » lies above or below point r, and 
whether point i lies above or below point ¢. 

As mentioned earlier, it is occasionally 
desirable to determine whether As >Ac, or 
whether As<Ac. In this connection, 4 
word of warning may be appropriate at 
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this point. As shown above, As and Ac 
are represented on the diagram correctly 
for the present problem by 15 (i.e., 15% 
of 100) units and by 12.775 (i.e., 18.25% 
of 70) units respectively. Consequently, 
it is correct to state that As>Ac, even 
though their absolute values in this prob- 
lem are, and remain, unknown. One should 
be on one’s guard, however—especially 
when consulting a rough sketch—against 
being induced into the opposite and false 
conclusion (namely, that As<Ac) merely 
because the (relative) value of As/s; (i.e., 
15%) happens to be less than the (rela- 
tive) value of Ac/c; (i.e., 18.25%). Com- 
paring the (equivalent absolute) values of 
4s and Ac is one thing, whereas comparing 
the (equivalent relative) values of As/s; 
and Ac/c,; is quite another. In this con- 
nection, it might be well to keep in mind 
that if the value of Ap/p, is positive (as it 
isin the present problem), As >Ac; whereas 
if the value of Ap/p; is negative, As <Ac. 

Nomenclature constitutes one of the 
difficulties encountered by the student of 
this subject. As already mentioned above, 
the small letter m represents in this article 
the number of units sold, and is intended 
to be synonymous with the expression 
“physical sales volume.” In the present 
writer’s opinion, much would be gained, 
not only in this particular field, but in 
accounting generally, if it could be com- 
monly agreed: that the foregoing expres- 
sions are also synonymous with “sales 
volume,” “physical volume of sales,” and 
“volume of sales”; and that the presence 
of the word ‘“‘volume” in such expressions 
restricts their meaning exclusively to the 
number of units sold, and consequently 
excludes any direct association with the 
concept of “dollar value.’ 

One very illusive expression employed 
by the conventional analysis (but not 
needed in the proposed analysis described 
below) is variously worded as “1950 sales 
on a 1949 price basis,’”’ “1950 sales at 
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1949 prices,”’ “1950 sales in the absence 
of price change,” etc. Common to all of 
these is “1950 sales.” Now, prior to his 
encounter with these expressions in the 
intermediate or advanced course, all of 
the student’s training in accounting has 
led him to believe—and rightly so—that 
“1950 sales” means the dollar credit bal- 
ance appearing in the actual 1950 sales 
account at the end of 1950 just before that 
account is closed to the 1950 profit and 
loss summary account; or (if “sales” is 
construed to mean “net sales”), the differ- 
ence between the dollar credit balance 
just mentioned and the dollar debit bal- 
ance appearing in the actual 1950 sales 
returns and allowances account at the 
end of 1950 just before the latter account 
is closed to the 1950 profit and loss sum- 
mary account. It should occasion no sur- 
prise, therefore, that the student finds 
difficulty in combining his (correct enough) 
concept of “1950 sales” with any of the 
expressions normally following it, and 
arriving at anything better than complete 
confusion. Though the student is unques- 
tionably the victim, the fault lies not with 
him, but with the expression itself. Ad- 
mittedly, the concept which the expres- 
sion attempts to convey has apparently 
proved to be a difficult one to express— 
in words; but this very fact should have 
stimulated long ago a search for a more 
suitable medium in which to express it. 
The observation attributed to Confucius 
that “a good picture is worth a thousand 
words,”’ is certainly appropriate here. The 
“good picture” in this case is the diagram, 
a glance at which will quickly enlighten the 
student as to what the concept is, and why 
and how it is used in the conventional 
schedules (see the expression #25; in sec- 
tions 1 and 2 of Exhibit I and the corres- 
ponding rectangular area adura on the 
diagram). The present writer is inclined 
to suggest the use of an expression such 
as ‘1950 sales volume at 1949 sales 
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price(s),” but that presupposes, of course, 
widespread acceptance that “1950 sales 
volume’ means the number of units sold 
during 1950. 

The comments just made, with due al- 
terations of details, may also be applied 
to another expression employed by the 
conventional analysis (but not needed in 
the proposed analysis), variously worded 
as “1950 cost of sales on a 1949 price 
basis,” “1950 cost of goods sold on the 
basis of 1949 cost percentage,”’ “£1950 cost 
of goods sold at 1949 costs,’”’ “1950 cost 
of goods sold in the absence of price 
changes,” etc., (see the expression m2¢; 
in the lower part of section 2 of Exhibit I 
and the corresponding rectangular area 
adhea on the diagram). Here again, the 
present writer is inclined to suggest the 
use of an expression such as “1950 sales 
volume at 1949 cost price(s),” but this 
also presupposes widespread acceptance 
that “1950 sales volume’’ means the num- 
ber of units sold during 1950. 

The situation to be analyzed in this 
subject is one in which it is agreed that 
there is but one “effect” to be accounted 
for, namely, the resultant AP (by defini- 
tion, P2—P,) which is represented on the 
diagram most obviously by iozvi—eftre 
and consequently likewise by mozvrtm— 
efmie and (less obviously at first sight 
perhaps, but much more expediently) also 
by several other area combinations (all 
of which are subject to rigorous proof 
by very simple geometrical and mathe- 
matical reasoning) most of which will 
appear at appropriate points below. It is 
also agreed that this one “effect” is 
brought about by more than one “‘cause,”’ 
and that one of the causes is An. Beyond 
that, however, there is lack of agreement 
as to whether two or three causes should 
be recognized, and, with regard to one of 
the causes at least, there is even lack of 
agreement as to just what it is, and as to 
just how it should be named. The prin- 
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cipal objective of any analysis in this 
subject is to determine just how much of 
the one effect should be attributed to each 
of the causes recognized. In passing judg. 
ment on any given analysis, the mer 
fact that the partial effects attributed to 
the recognized causes add up to the re. 
sultant effect to be accounted for, should 
never, of course, be accepted even as 
prima facie evidence that the analysis 
itself is correct. 

It is the purpose of this paragraph to 
describe briefly the essential features of 
the conventional analysis in preparation 
for the three criticisms of it which are to 
follow. By implication at least, the con- 
ventional analysis states correctly (as can 
be proved) that the resultant AP to be 
accounted for in the present problem is 
equal to the AP represented on the diagram 
by fhutf, plus the AP represented on the 
diagram by ruzur—ehoie. The conven- 
tional analysis recognizes only two causes, 
namely, An, and what shall be referred to 
here temporarily only as the “second” 
cause, since there is lack of agreement both 
as to just what it is and as to just howit 
should be named. The conventional anal- 
ysis attributes to Am all of (but no more 
than) the AP represented by fhuéf, and it 
attributes to the “second” cause all of 
(and nothing less than) the AP repre- 
sented by ruzvr—ehoie. Although the 
accuracy of this effect-to-cause attribu- 
tion will be contested in the third criti- 
cism, it will be accepted provisionally for 
the purposes of the first and second cri- 
ticisms. 

This first criticism (accepting, but only 
provisionally, the accuracy of the con- 
ventional effect-to-cause attribution) is 
directed solely at what the present writer 
considers to be the needlessly circuitous 
manner in which the calculation of sec- 
tion 1 of the conventional schedule is 
performed (see Exhibit I). It is apparent 
from the diagram that if, as the present 
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problem specifies, the value of An/m 
is 20% (which is the same as specifying 
that the value of An is 20% of the value of 
m), then fhutf must be 20% of eftre. 
Since fhutf represents the AP attributed 
by the conventional analysis to Am (re- 
ferred to in the remainder of this paragraph 
as “this AP’’), and since eftre represents 
P,, then this AP must be 20% of Py. 
Since P; is $42,000, then this AP must be 
20% of $42,000, i.e., $8,400. In the light 
of the preceding direct reasoning, it seems 
difficult to justify the continued use of the 
very much more roundabout procedure 
employed in section 1 of the conventional 
schedule to arrive at the same result. 
Compare section 1 of the conventional 
schedule in Exhibit I with section 1 of the 
proposed schedule in Exhibit II. 

This second criticism (likewise accept- 
ing, but only provisionally, the accuracy 
of the conventional effect-to-cause attri- 
bution) is directed solely at the wording 
used to describe the “‘second”’ cause in the 
title to section 2 of the conventional 
schedule (compare in this respect: Exhibit 
I, the schedule in Fullerton’s article, and 
any comparable specimen of the conven- 
tional schedule). As Fullerton indicated 
in his article, there are contemporary 
authors of accounting textbooks employ- 
ing the conventional analysis who would 
not hesitate, under circumstances essen- 
tially identical with those of the present 
problem, to name this “‘second” cause (in 
section 2 of the schedule) “the increase 
(sic) in the gross profit rate’’—and this, in 
a problem in which it should be sufficiently 
apparent that, far from imcreasing, the 
gross profit rate (ie., P/S) had actually 
decreased (in the present problem by 
6 & 41/69% of its value in the first year). 
Fullerton took a long stride forward in 
Suggesting that this “second” cause be 
called “the variation in sales and cost of 
sale prices.” It is the aim of the present 
writer in this instance merely to pursue 
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the essentially correct implication of Ful- 
lerton’s expression to its logical conclu- 
sion. As already mentioned, the AP attrib- 
uted by the conventional analysis to the 
“second” cause (referred to in the remain- 
der of this paragraph as “this AP”) is 
represented by ruzvr—ehoie. The dia- 
gram indicates that ruzur=n.As, and that 
ehoie=nAc. Therefore, this AP=nAs— 
nAc=mn(As—Ac). Earlier in this article, 
however, it was proved that As—Ac= 
pe—pi=Ap. Therefore, this AP=n,Ap. 
The latter expression may be taken at 
least as prima facie evidence that this 
AP is directly proportional to, and con- 
sequently attributable to, Ap (ie., the 
change in the umit gross profit). To the 
extent, therefore, that it is permissible to 
attribute this AP to amy single cause, 
the present writer suggests that it should 
be attributed to “the change (in the pres- 
ent problem, increase) in the wit gross 
profit” —and most emphatically not to 
“the change in the gross profit rate.’ 
Accordingly, the present writer suggests 
that the title to section 2 of the conven- 
tional schedule (as illustrated in Fuller- 
ton’s article) might be changed to read: 
(The increase in gross profit was caused by) 
“An increase in the uit gross profit.” 
This third, and final, criticism is directed 
at the accuracy of the conventional effect- 
to-cause attribution. For this purpose it 
will be assumed that the two causes recog- 
nized by the conventional analysis are 
An and (as the preceding criticism has just 
revealed the “second” cause to be) Ap. 
As already mentioned above, the conven- 
tional analysis correctly states that the 
resultant AP to be accounted for, is equal 
to the AP represented by fhuif, plus the 
AP represented by ruzvr—ehoie. The 
error committed by the conventional anal- 
ysis in the present problem (in which 
An, As, Ac, and Ap are all positive) con- 
sists in attributing to Am only the AP rep- 
resented by fhutf, and in attributing to 
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Ap all of the AP represented by ruzur— 
ehoie. This error appears to be due to the 
fact that the conventional analysis utilizes 
scientific procedure only partially, in- 
stead of completely. (As between the many 
different variations of this same type of 
problem, it appears doubtful that the con- 
ventional analysis is consistent even in 
this partial utilization of scientific proce- 
dure.) In the present problem, the con- 
ventional analysis, admittedly, gets off 
to a good scientific start, by saying in 
effect: “The AP due to Am (acting) alone 
(referred to below and in the accompany- 
ing schedules as “Am alone”) is the re- 
sultant AP which would have been pro- 
duced, if Ap (i.e., p2—p; or As—Ac) had 
been zero (i.e., if p2 had equalled ,, or if 
As had equalled Ac, or if As and Ac had each 
been zero).” This procedure, of course, 
leads to the correct conclusion that the 
AP due to Am alone is represented by 
fhutf. Then, at this point, the conventional 
analysis casts scientific procedure to the 
winds, by saying in effect: “Now let us 
attribute to Ap that part of the resultant 
AP which still remains unaccounted for 
(and which is represented by ruzvr— 
ehoie).” It is at this point that the analysis 
proposed by the present writer says in- 
stead: “The AP due to Ap (acting) alone 
(referred to below and in the accompany- 
ing schedules as “Ap alone’) is the re- 
sultant AP which would have been pro- 
duced, if An had been zero.”’ This procedure, 
of course, leads to the correct conclusion 
that the AP due to Ap alone is represented 
by rtwor—efmie. When the AP (fhuif) due 
to An alone, is added to the AP (riwur— 
efmie) due to Ap alone, it becomes apparent 
that the sum of the two still falls short of 
the resultant AP to be accounted for, and 
that the remaining, as yet unaccounted for, 
AP (referred to in the remainder of this 
paragraph as “this AP’’) is represented by 
tuzwit—fhomf. But tuzwi=AnXAs; and 


fhomf=AnXAc. Therefore, this AP=An 
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<As—AnXAc=An(As—Ac). But, as was 
proved earlier, As—Ac=Ap; therefore, this 
AP=AnXAp. Consequently, it may be 
concluded that this AP must be due to 
An (acting in simultaneous combination) 
with Ap (referred to below and in the 
accompanying schedules as “An with 
Ap’”’). 

It now becomes appropriate to ask: 
“Should An with Ap be recognized as a 
third cause?” It appears to the present 
writer to be largely a matter of preference 
whether this question is answered with 
“ves” or with “no”. 

If it is preferred to recognize three 
causes, namely, An, Ap, and An with Ap, 
the results of the analysis would be pre- 
sented as illustrated in Exhibit IT. 

If, however, it is preferred (as it is in 
the conventional analysis) to recognize 
only two causes, namely, An, and Ap, then 
the results of the analysis would be pre- 
sented as illustrated in Exhibit III. lh 
this case, of course, it becomes necessary 
to ask the additional question: “Of this 
AP (tuzwit—fhomf) due to An with Ap, 
how much should be attributed to Am, 
and how much should be attributed to 
Ap?” The answer is provided by the fol- 
lowing reasoning. As shown above, this 
AP (tuzwi—fhomf) due to An with dp 
is equal to AnXAp. Assuming that dp 
is held constant, this AP would be doubled, 
if An were doubled; would he halved, if 
An were halved; would be zero, if An were 
zero, etc. Assuming now, that Am is held 
constant, this AP would be doubled, if 
Ap were doubled; would be halved, if Ap 
were halved; would be zero, if Ap were zero, 
etc. It is obvious, therefore, that this 
AP (tuzwt—fhomf), due to An with Ap, 
is due just as much to Am as it is to Ap. 
Consequently, it may be concluded that of 
this AP (tuzwt—fhomf) due to An with 
Ap: one-half, represented by }(tuswi- 
fhomf), may be attributed to Am; and 
one-half, also represented by }(tuswi— 
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fhomf), may be attributed to Ap. Since 


}(tuswt—fhomf) = since 
Huswt=tust=tswt; and since }fhomf= 
fhof=fomf; then $(tuzwt— fhomf) = tust— 
fhof=tswt—fomf. Purely as a matter of 
convenience, therefore, the preceding con- 
dusion may be stated in the following 
form. Of this AP (tuzwt—fhomf) due to 
dn with Ap: one-half, represented by 
tust—fhof, may be attributed to An; and 
one-half, represented by izwt—fomf, may 
be attributed to Ap. 

The AP which should be attributed to 
An, therefore, is the AP due to Am alone, 
represented by fhutf, plus one-half of the 
AP due to An with Ap, represented by 
tust—fhof; but fhutf-+-tust—fhof = fostf; 
consequently, the AP which should be 
attributed to An is represented by fozéf, 
and not by fhutf as stated by the conven- 
tional analysis. 

The AP which should be attributed to 
Ap, therefore, is the AP due to Ap alone, 
represented by rtwvr—efmie, plus one-half 
of the AP due to An with Ap, represented 
by tswt—fomf; but rtwor—efmie+izwi— 
fomf = (rtwor-+- tzwt) — (efmie+- fomf) = rtzur 
—éefoie; consequently, the AP which should 
be attributed to Ap is represented by 
riswr—efoie, and not by rusvr—ehoie as 
stated by the conventional analysis. 

The dollar value of the error in the 
conventional effect-to-cause attribution is 
represented by the expression }XAnXAp. 
Although this expression cannot be used 
in the present type of problem to determine 
the actual dollar value of this error (due to 
the fact that the absolute values of An 
and Ap remain unknown), it is nevertheless 
valuable from the standpoint of interpre- 
tation, since it clearly shows that the error 
which it represents becomes zero only in 
the relatively rare cases in which either 
An or Ap is zero, and in the practically 
non-existent case in which both Am and 
Ap are zero (and in which, consequently, 
the resultant AP itself is also zero). In 
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other words, in practically all cases which 
might be classified as ‘‘normal’’, the con- 
ventional analysis is always incorrect in 
its attribution of effect to cause. The 
expression also indicates, of course, that 
the magnitude of the error is directly pro- 
portional to the absolute numerical values 
of An and Ap; in other words, the greater 
the variation in m and p, the greater the 
error. 

The dollar value of this error (amounting 
in the present problem to $311.50 positive) 
may be determined from any one of the 
following six expressions, each of which is 
an adaptation ©! the basic one, }XAnXAp, 
given above. Although the investigations 
made by the present writer seem to in- 
dicate that these expressions are valid 
for all variations of this type of problem, 
attention should be called to the fact that 
the figures given below in parentheses in 
expressions 2 through 6 relate only to the 
present problem. 


(1) $XAn/mX XC) 


(2) 4 XAp/piX the AP 


($8,400 positive) attributed incorrectly by 
the conventional analysis to Am (i.e., 3 
& 17/24% of $8,400). 


An/n; 
——Xthe AP 

11 
($3,738 positive) attributed incorrectly 
by the conventional analysis to its ‘‘second” 
cause (i.e., 8 & 1/3% of $3,738). 


2+Ap/pr 


($8,711.50 pcsitive) attributed correctly 
by the proposed analysis to Am (ie., 3 & 
1433/2489% of $8,711.50). 

An/m 


(5) ———-X the AP 
2+An/n1 


($3,426.50 positive) attributed correctly 


(3) 3X 


(4) Xthe AP 
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by the proposed analysis to Ap (ie., 9 & 
1/11% of $3,426.50). 


Ap/ pi 


Ap/ pr 
1+A 
+ 


Xthe resultant AP 


($12,138 positive) (i.e., 2 & 491/867% of 
$12,138). 

It will be noticed that the value of this 
error (as determined from any one of the 
above expressions) will be either positive 
(as it is in the present problem) or nega- 
tive. An error value which is positive 
appears to indicate that the conventional 
analysis either (1) understates the AP 
due to Amn, and overstates the AP due to 
Ap (as it does in the present problem), or 
(2) overstates the AP due to Am, and under- 
states the AP due to Ap. On the other 
hand, an error value which is negative ap- 
pears to indicate that the conventional 
analysis either (1) understates both the 
AP due to An and the AP due to Af, or 
(2) overstates both the AP due to An and 
the AP due to Ap. 

The five expressions, 2 through 6, pro- 
vide a convenient means of “translating”’ 
the results of the conventional analysis 
into those of the proposed analysis, or 
vice versa. They also provide a means 
of determining the error in terms of its 
percentage of the principal figures appear- 
ing in both schedules. The amount of 
the percentage error, of course, depends 
upon which one of the schedule figures 
happens to be chosen as a base, and 
ranges, as indicated above for the present 
problem from more than 2% to more than 
9%. Each of these five expressions may 
serve as the basis for a table or chart 
showing how the percentage value of the 
error varies with the percentage value of 
the fractional change involved in the ex- 
pression. Such a table or chart for expres- 
sion 5, for example, would show that the 
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error would amount to 20%, 50%, and 
60% whenever An/m amounted to 50%, 
200%, and 300% respectively. 

The “maximum” number of possible 
variations of this type of problem depends 
upon the number of significant factors 
recognized and the number of significant 
values which each of these factors may be 
considered to have. Recognizing only 
An, As, Ac, and Ap as significant factors, 
and considering that each may have only 
either a positive or a negative value (ie., 
excluding all cases involving a value of 
zero for any one or more of these factors), 
there appear to be at least twelve possible 
variations. If, in addition, the AP due to 
An, and the AP due to Ap, are recognized 
as significant factors, together with the 
fact that the value of the former may be 
greater than, equal to, or less than, the 
value of the latter, the number of possible 
variations would increase considerably. 
The study upon which this article is 
based has concentrated primarily on the 
one variation represented by the illustra- 
tive problem employed in Fullerton’s 
article, and relatively few of the other 
variations have been investigated. The 
techniques and findings of the present 
“pilot” study, therefore, should most 
certainly be further scrutinized by apply- 
ing them to some or all of these other varia- 
tions, but such a project exceeds the scope 
of the present article. 

Both Fullerton’s article and this one 
have ignored the alternative form of the 
conventional schedule which summarizes 
the AS due to An and the AS due to As, 
on the one hand, and the AC due to As 
and the AC due to Ac, on the other, thereby 
arriving at the same value ($12,138 for 
the present problem) for the resultant 
AP. Since it should be fairly obvious how 
this alternative form of the conventional 
schedule should be revised in accordai<e 
with the principles discussed above, the 
illustrations relating to this alternative 
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conventional schedule, its proposed revi- 
sion, and suggested summary have been 
omitted here to conserve space. 

Before concluding, it might be men- 
tioned that it is also feasible to analyze the 
resultant AP in terms of the three basic 
causes, namely, An, As, and Ac, and their 
two combinations, namely, Am with As, 
and An with Ac, with an optional summary 
which merges the effects of the two com- 
bined causes with the effects of the three 
basic causes. In this case too, the relevant 
illustrative schedules have been omitted 
because of space limitations. 

It is not an uncommon phenomenon 
that, in the evolution of a body of knowl- 
edge, certain conventions emerge and 
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serve useful purposes as stop-gap measures 
during periods when rational solutions 
appear to be unavailable. A time usually 
arrives, however, when further growth 
of the subject requires such conventions 
to give way to direct logical analysis. It 
appears to the present writer at least, 
that such a juncture has been reached in 
accounting for gross profit variation, that 
the subject should no longer be allowed 
to remain in its present confused and un- 
satisfactory state, and that there is no 
valid reason why this field should continue 
to be “terra incognita” on the map of 
accounting for so many, and such a be- 
wildering landscape for those who find it 
necessary or desirable to venture into it. 


|| 

and 
%, 
ible 
nds 
tors 
ant | 
rhe | 
nly 
ors, | 
nly 
i.€., 

of 
ible 

to 
ized 
the 

r be 
the 
ible 
bly. 

> is 
the 
itra- 
on’s 
ther 
The 
sent 
nost 
ply- 
iria- 
ope 
one 
the 
As, 

An 
eby 
for 
tant 
how 
onal 
the 
tive 


PROFESSIONAL EXAMINATIONS 
A Department for Students of Accounting 


Henry T. CHAMBERLAIN 


can Institute of Accountants and were presented as the first half of the November, 
1952 C.P.A. examination in accounting practice. The candidates were required to 
solve problems 1 and 2 and one of the remaining three problems. The weights assigned 
were: problem 1, 20 points; problem 2, 18 points; problems 3, 4 or 5, 12 points. 
A suggested time schedule is given below: 


Problem 1 100 minutes 
Problem 2 80 minutes 
Problem 3 60 minutes 
Problem 4 40 minutes 
Problem 5 30 minutes 


T= FOLLOWING problems were prepared by the Board of Examiners of the Ameri- 


No. 1 


IMPORTANT: Be sure to enter your identification number and your city and state in 
the box at the upper right-hand corner of the first page of the Income Tax Retum. 


Prepare a United States Individual Income Tax Return (cash basis) on Form 1040, 
supplied to you herewith, for John Taxpayer for the calendar year 1951, complete inso- 
far as the following information makes possible, except that you need not compute the 
amount of income tax payable. No extra forms are available, so it is suggested that you 
prepare it in pencil to facilitate making corrections. A worksheet is not required. 


Mr. Taxpayer’s mother, Mrs. Mary Taxpayer, age 85, who has no gross income, lives with and receives her sole 
support from Mr. Taxpayer, age 64, who is single. Their residence is located at 270 Madison Avenue in the City of 
Springdale in your state. 

Mr. Taxpayer is president of the Advance Manufacturing Company from which he received checks aggregating 
$24,326 on account of 1951 salary (after deduction of $5,620 withholding tax and $54 federal insurance contribu- 
tions). He also received an expense allowance of $250 per month, out of which he expended $1,700 for railroad 
travel, meals and lodging while away from Springdale on the company’s business. He also received an honorarium 
of $1,000 for his services to the city as a member of its board of aldermen. 

bey bevy year, he collected $2,000 from the Conservative Insurance Company as an annuity on a contract 
which he had purchased some years ago at a cost of $50,000. Mr. Taxpayer had previously reported $18,000 as tax 
free income from this contract. Advance Manufacturing Company has a qualified pension plan under which, in 
the year 1951, $2,000 was set aside for Taxpayer’s account. 

On January 2, 1908, Taxpayer acquired a brick store building at a cost of $95,000, of which $60,000 represented 
cost of the building. At March 1, 1913, the fair market value of the property was still $95,000, of which $81,000 
related to the building and $14,000 to the land. Estimated life of the building from January 1, 1908 was 50 years, 
and from March 1, 1913 was 45 years. Rental income collected in 1951 was $7,500. The lessee paid all expenses 
except certain repairs amounting to $500 and property taxes of $500, which were paid by Taxpayer. 


Entries made in Mr. Taxpayer’s savings bank pass book included credit for interest: 


Interest received consisted of the following items: : 
On $7,000 24% U. S. Treasury Notes issued in 1950... $ 175 
On $5,000 Jones Manufacturing Company bonds (these 6% bonds were purchased on October 15, 
1951 at 97 and accrued interest of $100, or a total of 150 


On $5,000 Ajax Company bonds which matured December 1, 1950, but which Mr. Taxpayer did not 
cash until 1951 because the bonds were in a safety deposit box in a Springdale bank, and he was 
away from the city during the month of December 
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Dividends received consisted of the following items: 


Cash dividends from stock in MNO Company, a domestic corporation ..............++sseeeeees $4,000 
As a holder of 50 shares of PQR Company common stock, Taxpayer received 25 shares of common ‘ 
stock of STU Company. Fair market value of the STU stock at the date of receipt (November 1, “3 


1951) was $30 per share; at December 31, 1951, the fair market value was $25 per share. 
Asa holder of 500 shares of common stock of VW ‘Company, he received 50 Scape of that company’s was 
preferred stock. Prior to this distribution, the company did not have preferred stock outstanding. 


The fair market value of the preferred stock at date of receipt (October 15, 1951) was $50 per share; ~ £) ¢»7* 


at December 31, it was $60 per share. is 

On January 3, 1952. Tax ay pode se and deposited Check No. XL21245 of the ABD Company, (+ 2», 
dated December 31, 1951, in the amount of , representing a dividend on 100 shares of this stock 
held by him on December 31, 1951. 


Other cash receipts during the year were: 


Insurance recovery on fire damage to residence.............+s+seecsseecceenecenesercenceses 500 
Settlement of a suit which Taxpayer had brought against the Bijou Theater of Springdale in 1949 
when he tripped on a torn carpet on the theater staircase, sustaining injuries that required his hos- 
pitalization. (Of the amount received, $1,200 was for reimbursement of medical expenses which he 


id in 1951, and $3,800 was for “pain and Suffering.”)..........-.22scececcsceseccesccccces 5,000 
Winnings at roulette playing, in which he engaged while vacationing in a state where gambling was _ 


His contributions consisted of $1,500 to the Community Church and $8,000 to the scholarship fund of Central 
University. 
He paid interest: $300 on loans on his insurance policy and $150 on an income tax deficiency. 


Real estate taxes on his personal residence, assessed for 1950 but paid in 1951, were $850; and personal property 
taxes $50. Automobile license on his car, used —— for personal (nonbusiness) purposes, cost $35. Sundry 
deductible taxes paid during the year amounted to $375 

He paid $675 life insurance premiums and $110 premiums on fire insurance policies on his residence; also $140 
automobile insurance, and $75 hospitalization insurance. 

Repair of the damage to his residence (caused by the fire on which he collected $500 indemnity) cost him $1,100 
and this amount fairly reflects the loss in value caused by the fire. 

Hospital and physicians’ bills for Taxpayer and his sanilies aggregated $6,000, of which he paid $4,700 in 1951, 
paying the $1,300 balance on January 3, 1952. (These amounts are exclusive of what was paid through his hos- 
pitalization policy.) Of the $4,700 paid in 1951, $1,200 related to his accident in 1949, described above. 

Household expenses, including support of his mother, ted $8,000 for the year 
. e port a — trip to a state in which gambling w as iil 4 he played cards 3s with a group he met at the 

otel and lost 


No. 2 


The Howburne Corporation’s condensed statements of income for the fiscal year 1951 
and of financial position at the beginning and end of the fiscal year, together with other 
pertinent data, are reproduced below. 

The board of directors of the corporation recognizes that the readers of the corpora- 
tion’s report to stockholders may be puzzled by the fact that, despite a substantial 
“net income after taxes,” the cash balance decreased and the corporation resorted to 
some long-term borrowing. 

Accordingly, the directors have requested that you prepare a statement which will 
reveal clearly the flow of cash into and out of the Howburne Corporation during the 
past fiscal year and which will indicate why operations alone did not provide sufficient 
cash for the corporation’s needs. 

You have decided that the statement should be constructed to show the cash dis- 
bursements other than for operations, the net cash provided by operations, the amount 
by which operations failed to provide sufficient cash and the manner in which such de- 
ficiency was met. 


Required: 


Prepare the “Cash Flow” statement (statement of source and application of cash). 
Prepare a supporting schedule showing the conversion of the income statement to a cash 
basis, item by item. This schedule should show the amount of cash produced or used as 
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a result of each item on the statement. Use the following column headings in this sched. 
ule: 


Per Adjustments to Cash Basis Cash 
Income Result 
Statement Add Deduct 


The Cor poration 


ncome Statement 
Year Ended. December 31, 1951 
Income 
Gross operating income $2,410, 655 
Non-operating income, including dividends and interest 5 


Total income $2,432,363 


Deductions f th 
Operating charges: rom 
Materials and supplies used 
Wages and salaries 
Provision for depreciation charged to operations 
Taxes, other than federal income 
Other operating charges 
Interest c 


$ 189,628 


The Howburne Corporation 
Comparative Stat t of Financial Position 
December 31, 1950 and 1951 


Increase 
or 
Decrease’ 
$ 215,221 $ 225,351 § 10,130 
Marketable securities, at cost 180,767~  251,388~ 70,62i° 
Receivables—Trade, less estimated uncollectibles 266, 559 v 195,991/ 70,568 


Inventories (at cost) 322,438“ 359,175~ 36,737 
Prepaid operating expenses 15, 209~ 17,894 2,689 


Total current assets $1,000,194 $1,049,799 


Less—Current Liabilities: 
Accounts and notes payable—Trade $ 108,623” $ 254, 181, 
Accrued wages and salaries 12,602 © 
Accrued estimated taxes 2957580 
Dividends payable 23,726 25, 
Accrued interest payable 750 y "296 
Other accrued operating expenses 12,622 14,942 


1951 1950 


Current Assets: 
Cash 


Total current liabilities $ 453,903 $ 605,971 


Working capital $ 546,291 $ 443,828 
Property, plant and equipment—less amount of cost charged to operations 


to date 1,356,132V 1,200,816” 155,316 


Total assets, less current liabilities $1,902,423 $1,644,644 
Deduct—Long-term bank loans 50 _ 


’ 


$1,852,423 $1,644,644 


Stockholders’ Equity: 
Preferred stock, 6% cumulative, par value $100 (2,602 shares) $ 265,200 
Common stock—par value $100 (12,724 shares) 1,092,300 
Amount paid in—in excess of par value 4 
Retained earnings 245,101 


$1,644,644 
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Additional information: / 

1. During the year, marketable securities were purchased at a cost of $24,692. 

2. The “estimated uncollectible receivables” increased $11,448, despite the write-off of $2,605 of bad accounts. 
During the year, an account of $2,000, written off in a prior year, was recovered; the credit was made to Re- 
covery of Bad Debts which was netted against “other operating charges” in the income statement. 

. During the year, 50 shares of preferred stock were reacquired by purchase at a 9% premium. These shares 
were cancelled, at which time the excess of the roe ee over the average amount originally contributed 
for these shares ($105 per share) was debited to Retained earnings. 

. The only entries in the Retained — account for the year were for: Net income, dividend declaration, 
and for the cancellation of preferred stock. 

. There were no sales or retirements of fixed assets during the year. 


No. 3 


The Specialty Shops Company was unable to meet its obligations. As a result, John 
Mann was appointed receiver on February 5, 1952. The following trial balance was taken 
from the books as of that date: 


Accounts receivable 
Merchandise 
Prepayment of expenses 
Fixtures 


Accounts payable 

Notes payable 

Accrued wages, taxes, etc 
Accrued rent 

Reserve for depreciation 
Capital stock 

Earned surplus 


Total credits 


In the period from February 5 to April 30, 1952, the receiver’s actions resulted in the 
following : 


1, An audit of the accounts receivable disclosed that there were an additiona}’ $423 of accounts receivable which 
had not been brought on the books. : 

2. Merchandise costing $8,310 was sold for cash. 

3. A portion of the fixtures, which cost $5,376 and had accumulated depreciation credits of $942, was sold. 2 

4. ae receivable totaling $1,882 were collected. Other accounts amounting to $741 have been determined 
to be worthless. 

5. Claims have been approved and paid for $903 of the wages and taxes which were accrued at February 5. Wage 
claims for $125 which were unrecorded on February 5 have also been approved and paid. Other claims have 
not yet been paid. 

6, Expenses for wages and supplies used in liquidating the business to April 30 amounted to $1,245. Fees for the 
receiver need not be considered. 

7. Rent under leases has continued to accrue in the amount of $900. Interest of $70 has accrued on notes payable. 

8. Cash receipts and cash disbursements show the following: 


Collection of accounts 
Sales of merchandise 
Sale of fixtures 


Accrued wages and taxes 
Expenses of the receivership 


Required : 


Prepare either a formal statement of realization and liquidation and related gain and 
loss account for the period ended April 30, 1952, or a columnar worksheet showing simi- 
information in a logical manner. 


655 
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No. 4 


The Town of Sargentville uses budgetary accounts and maintains accounts for each 
of the following types of funds: 
Symbol Fund 
Bond funds 
General bonded debt 
General Fund 
Property accounts (general fixed assets) 
Sinking funds 
Special assessment funds 
Special revenue funds 
Trust and agency funds 
Utility funds 
Working capital funds 


The chart of accounts of the General Fund follows: 


Symbol Account 
Appropriations 

Cash 

Due from other funds 

Due to other funds 

Encumbrances 

Expenditures 

Reserve for encumbrances 

Revenues 

Revenues (estimated) 

10 Surplus receipts 

11 Surplus (unappropriated) 

12 1951 taxes receivable 

13 Vouchers payable 


The following transactions were among those occurring during 1951: 


1. The 1951 budget was approved. It provided for $520,000 of general fund revenue and $205,000 of school fund 
revenue. 

2. The budgeted appropriations for the general fund amounted to $516,000. 

3. An advance of $10,000 was made from the general fund to a fund for the operation of a central printing service 
used by all departments of the municipal government. (This had not been budgeted and is not expected tobe 
repaid. 

4. Taxes for general fund revenues were levied, totaling $490,000. 

5. Contractors were paid $200,000 for construction of an office building. The payment was from proceeds of 4 
general bond issue of 1950. 

6. Bonds of a general issue, previously authorized, were sold at par for $60,000 cash. 

7. Orders were placed for supplies to be used by the Health Department—estimated cost, $7,500. 

8. Vouchers were approved for payment of salaries of town officers in the amount of $11,200. (No encumbrances 
are recorded for wages and salaries.) 

9. The supplies ordered in item 7 were received and vouchers approved for the invoice price of $7,480. 

0. Fire equipment was purchased for $12,500 and voucher approved. : 

1A — of $5,000 was made by the general fund to a fund for eventual redemption of general obligation 
bonds. 

12. Of the taxes levied in item 4, $210,000 was collected. 

13. Taxes amounting to $1,240 written off as uncollectible in 1948, were collected. No amount was in the budget 

for such collections. 

14. $1,000 of the advance made in item 3 was returned because it was not needed. 

15. ——e for pave administrative use were requisitioned from the store’s fund. A charge of $1,220 is made 

for the supplies. 

16. The general fund advanced $30,000 cash to provide temporary working capital for a fund out of which payment 

will be made for new sewerage installations. Eventual financing will be by means of assessments on property 
ers on the basis of benefits received. 

17. Equipment from the Highway Department was sold for $7,000 cash. This sale was not included in the budget 

and depreciation is not funded. 

18. The town received a cash bequest of $75,000 for the establishment of a scholarship fund. 

19. Previously approved and entered vouchers for payment of Police Department salaries of $6,200 and for the 

transfer of $500 to the Police Pension Fund, were paid. 

20. Receipts from licenses and fees amounted to $16,000. 


INSTRUCTIONS: Using the answer sheet provided, show for each transaction, by 
means of the appropriate numerals, the account debited and the account credited in the 
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General Fund. If a transaction requires two entries in that fund, place such entries one 
above the other in the appropriate space. If a transaction requires an entry in any 
fund(s) other than the General Fund, indicate the fund(s) affected by printing the ap- 
propriate letter symbol(s) in the column headed “Other Funds Affected.” If there is 
nothing to be entered for a transaction leave the space blank. 

The following transaction is already entered on your answer sheet as an example. 


Example: Collections of taxes belonging to the county amounted to $17,400. 
No. 5 


The C Company is planning a pension system for certain of its employees. It wishes 
to provide funds for meeting the payments under the pension plan and asks you for 
assistance. 

The company does not contemplate making any pension payments under the plan 
until January 1963. Payments in 1963 and thereafter to the present group of covered 
employees are expected to be as follows: 


« 4970 22/000 
5,000 


Starting on January 1, 1953 and continuing for ten years, the company will deposit 
$10,000 a year in a special fund. On January 1, 1952, the company wishes to make a 
lump sum deposit of an amount sufficient to provide the remaining funds needed for 
meeting the pensions. It is expected that all the above funds will earn 33% interest 
compounded annually during the entire life of the fund. 


Required : 
You are to compute the amount of payment which should be made on January 1, 
1952. Show all supporting computations in good form. 
The following table of values at 33% interest may be used as needed: 
Amount Present Value 


Amount of 1 Present Value Annuity of 1 of Annuity of 1 
Periods at Compound of 1 at Compound at end of at end 
Interest Interest Each Period Each Period 
1 1.0350 -9662 1.0000 0.9662 
2 1.0712 9335 2.0350 1.8997 
3 1.1087 -9019 3.1062 2.8016 
4 1.1475 .8714 4.2149 3.6731 
5 1.1877 .8420 5.3625 4.5151 
6 1.2293 -8135 6.5502 5.3286 
7 1.2723 . 7860 7.7794 6.1145 
8 1.3168 . 7594 9.0517 6.8740 
9 1.3629 7337 10.3685 7.6077 
10 1.4106 .7089 11.7314 8.3166 
il 1.4600 13.1420 9.0016 
12 1.5111 -6618 14.6020 9.6633 
13 1.5640 -6394 16.1130 10.3027 
14 1.6187 -6178 17.6770 10.9205 
15 1.6753 -5969 19.2957 11.5174 
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SOLUTION TO. PROBLEM 1 


A+... U. S. INDIVIDUAL INCOME TAX RETURN 


— FOR CALENDAR YEAR 1951 
or taxable year hopinning 195...., and ending 195___ 


JOHN... TAXPAYER 


(PLEASE PRINT. If this is a joint return of busband and wife, use first names of both) 


HOME ADDRESS 270 Madison Avenue 
(PLEASE PRINT. Street and aumber or sural soute) 


....... wpringdale, Illinois 


City, towa, or post office) (State) 


Social Security NO. Occupation Executive 


1. List your name. If your wife (or husband) | eheck below if at the end of 
had no income, or if this is a joint return, | your taxable year you or 
list also her (or his) name. your wife were— 

A John Taxpayer 

(Your name) 

B 65 or over] Blind (J | Number of her (or his) exemptions... 

(Your wife's name ) ten pus 

C. List names of'your'childreh (includ- 
ing stepchildren and /egally adopted 
children) with 1951 gross incomes of 
less than $600 who received more 
than one-half of their support from 
you in 1951. See Instructions. Enter number of children listed 

D. Enter number of exemptions claimed for close relatives listed in Schedule J on page 2 

|__E. Enter total number of exemptions claimed in A to D above 
[2. Enter your total wages, salaries, bonuses, commissions, and other compensation received in 1951, before pay 
roll deductions. Persons claiming traveling or reimbursed expenses, see Instructions. 
Prat Emplayer's Name Where Employed (City and Stata) tacoma Tar Withbeld 

Advance Mfg. Co. pringdale, T11 $..5,420100 | $30.900,/00 

Advance Mfg..Co Springdale, T11 

City of Springdale pringdale, I11 


(1) See attached schedule Enter totals. .| $..5:620 00 

3. If you received dividends, interest, or any other income, give details on page 2 and 

enter the total here B0 

4. Add income shown in items 2 and 3, and enter the total here 

F YOUR INCOME WAS LESS THAN $5,00.—Use the tax table on page 4 wnless you itemize deductions. The table allows 

How to} about 10 percent of your income for charitable contributions, interest, taxes, medical expenses, etc. If your deduc- 

figure | tions exceed 10 percent, it will usually be to your advantage to itemize them and compute your tax on page 3. 

the tax | 'F INCOME WAS $5,000 OR MORE.—Compute tax on page 3. Use standard deduction or itemize deductions, whichever 
is to your advantage. 

5. CA) Enter your tax from table on page 4, or from line 13, page 3. 

B) Enter your self-employment tax from linc 31,scparateScheduleC 


65 or over) 


be =| 
3 


7& 


El | |_reel 


r 

3 

z 
' 


6. How much have you paid on your 1951 income tax? Eater toral here <> | $- 
A) Bytaxwithheld(initem2, above). Attach Original Forms W-2.| $..5.,620.) 
B) By payments on 1951 Declaration of Estimated Tax (include 
any Overpayment on your 1950 tax not claimed as a refund). 
7. If your tax (item 5) is larger than payments (item 6), enter  Euser total bere => 
a of tax due here. This balance must be paid in full with return 
8. If your payments (item 6) are larger than 
Enter amount of item 8 you want $ 


Do you owe any prior year Federal tax for which you have been billed? (Yes or No) 
making a separate return for 1951? (Yes or No) If “‘yes,”* write her (or his) name 

If you have filed a recurn for a prior year, state latest year -..___. 

To which Collector's office did you pay amount claimed in item 6 (B), above? ................... 


I declare under the 
been examined by me a 


(Signature of person, other than taxpayer, preparing this returo) ‘ i ae 


(Name of firms or employer, if any) (Signature of taxpayer's wile or husband if this is a joint return) (Date) 
To assure splis-income benekits, busbaad and wilemast include all their iacome sed, even though oaly ove bas income. BOTH MUST SIGN. 
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Do not write in these spars. 
Serial 
No. 
(Cashier's Scamp) 
| 
1. Es 
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Ti 
Bric 
Tax ee 
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refund 
— 
(Refun.ted ) redited on 1952 estimated tax) 
.- Is your wife(orhusbhad) 
eye og of perjury that this return (including any accompanying schedules and statements) has : Me 
to the best of my knowledge and belief is a true, correct, and complete return. MS is 
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A. INCOME FROM DIVIDENDS 


$50 


Eater total here => 
Gchodule C Summary.—PROFIT (OR LOSS) FROM BUSINESS OR PROFESSION, FARMING, AND PARTNERSHIP 
1, Business profit (or loss) from separate Schedule C, line 24 
2. Farm profit (or loss) from separate schedule, Form 1040F 
3. Partnership, etc., profit (or loss) from Form 1065, Schedule J, Column 10. . 
Total of lines 1,2,3 
Less: Net operating loss deduction (attach statement) 
: Net profit (or loss) Cline 4 less line 5) 
Schedule D.—NET GAIN OR LOSS FROM SALES OR EXCHANGES OF CAPITAL ASSETS, ETC. 
1. From sale or exchange of capital assets (from separate Schedule D) 
2. From sale or exchange of property other than capital assets (from separate Schedule D) 
Schedule E.—INCOME FROM ANNUITIES OR PENSIONS 
1. Cost of annuity (amount you paid). $50,000 J@DAmount received this year. . oe a 
2. Cost received tax-free in past years. .| 18, 000% 66. Excess of line 4 over line 3. 
3, Remainder of cost (line 1 6. Enter line 5, or 3 percent of line 1, which-_ 
i 0... 0 ever is greater (but not more than line 4). . 
Schedule F—INCOME FROM RENTS AND ROYALTIES 


1. Wad and location of property of ar 2 


Brick store 1,80 


7,500.00 '5 1,800.00 


Schedut GSTATED Any TRUSTS SURGES 
1. Estate or trust aa 
2. Other sources (state of. gambling gains. 600 v 
gambling losses total here => 600 
Total income (or loss) from above sources (Enter here and as item 3, page 1) i$ 11,961 
Schedule H.—EXPLANATION OF DEDUCTION FOR DEPRECIATION CLAIMED IN SEPARATE SCHEDULE C AND SCHEDULE F 


ponder eclabie | 
Srick store Bldg—¥ 


Schanale LnaEnEDED OF LINES 6, 17, AND 20, SEPARATE SCHEDULE C AND COLUMNS 4 AND 5 OF SCHEDULE F 

...| 
Property taxes. 500. J00 
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ITEMIZED DEDUCTIONS—FOR PERSONS NOT USING TAX TABLE ON PAGE 4 OR STANDARD DEDUCTION ON LINE 2 BELOW— Page; 


If Husband and Wife (Not Legally Separated) File Separate Returns and One Iremizes Deductions, the Other Must Also Itemize 
deductions stale to whom paid. mere space Is needed, attach additonal 


_Community.church 
Central. University 


contributions.in excess.of 
Allowable Contributions (not in excess of 15 percent of item 4, page 1) 

Interest..on.income.tax deficiency... 


Total Interest 
Real estate. 
Personal property. 
Auto..licenses 

Sundry..deductable taxes 

Total Taxes 
Fire.loss...on residence 


Total Allowable Losses (not compensated by insurance or otherwise) 
Hospital and 

Less insurance recovery 1,200,00~ 
(ifover65 see| inaurance 75. 


instructions ) 


Net Expenses (not compensated by insurance or otherwise) $3,575. 
Enter 5 percent of item 4, page 1, and subtract from Net Expenses.\_2,21 
Allowable Medical and Dental Expenses. See Instructions for limitation 


Miscel- 
laneous 
(See 
Instructions) 


Total Miscellaneous Deductions 
Total Deductions $ 10.36] 
TAX COMPUTATION FOR CALENDAR YEAR 1951 (For Other Taxable Years Attach Form 1040FY) 
. Enter amount shown in item 4, page 1. This is your Adjusted Gross Income... $...44,261, 
. If deductions are itemized above, enter total of such deductions. If deductions are not itemized 

and line 1, above, is $5,000 or more: (a) married persons filing separately enter $500, (4) all 

others enter 10 percent of line 1, but not more than $1,000 10,361 
. Subtract line 2 from line 1. Enter the difference here. This is your Net Income $...33,.900.)71 
. Multiply $600 by total number of exemptions claimed in item 1E, page 1. Enter total here . . 1,200, 


. Subtract line 4 from line 3. Enter difference here. (If line 1 includes partially tax-exempt 
interest, see instructions) 


. Wt ling 5 Is not more than $2,000—Enter 20.4 percent of amount on line 5 and disregard lines 7, 8, and 9. 
This is your normal tax and surtax 


7. Wline 5 ls more than $2,000 and you are a single person or a married person filing separately—Use tax rates on last page 
of instructions to figure tax on amount on line 5. This is your normal tax and surtax 
8. Mf line 5 ts more than $2,000 and you are filing a joint return— . 
(4) Enter here one-half of the amount of line 5 
(6) Usetaxrates on last page of instructions to figure tax on amount on line 8(4) . 
(¢) Multiply amount on line 8 (6) by 2. This is your normal tax and surtax 
9. If alternative tax computation is made, enter here tax on back of separate Schedule D 
. Enter here any income tax ts to a forei watry or U. S. possession 
(attach Form 1116) 
11. Enter here any income tax paid at source on tax-free covenant bond interest . . 
12. Add the figures on lines 10 and 11 and enter the total here 


13. Subtract line 12 from line 6, 7, 8 (6), or 9. Enter difference here and as item 5 (A), page 1. 
This is your tax : 
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Solution To Problem 1 (continued) 


John Taxpayer 
Schedule for Form 1040—1951 
Item 2—Page 1 
allowance received from Advance Manufacturing Company 
Less—Railroad travel, meals and lodging expense while away from Springdale, Illinois on Company 


Solution to Problem 2 


The Howburne Corporation 
Statement Showing the Flow of Cash 
Year Ended December 31, 1951 
Cash Used: 

Purchase of property 

Purchase of preferred stock (50 shares at $109.00) 

Purchase of marketable securities 

Dividends paid 


Total. 
Cash funds provided by operations 
Deficiency of operating cash. . 


Cash provided to cover deficiency: 
Sale of capital stock....... 
Long-term bank loan... . 

Sale of marketable securities 
Decrease in cash balance.... 


Work Sheet for Cash Flow Statement 
Retained Earnings 


Add income 


Less: 
Dividends declared . 
Excess of retirement price of preferred over amount paid in—S0 at $4.00 


$245,101.00 
189,628.00 


$434,729.00 


176,430.00 


1,801 at $100.00 par 
Amount in excess of par (below) 


$258 , 299 .00 


$199,831.00 


Increase as shown . 
Add charge for preferred retirement 


From common stock... . 


$ 19,481.00 

250.00 
$ 19,731.00 
$155,316.00 


114,079.00 
$269 395.00 
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Solution to Problem 2 (continued) 


he Howburne Corporation 
Schedule of Conversion of Income Statement te Cash Basis 
Year Ended December 31, 1951 


(2) Provision for uncollectible accounts: 


(3) Loss on marketable securities—non-cash 


Per Adjustments to 
Income ash Basis Cash 
Statement Result 
Add Deduct 
Income: 
21,708 21,708 \ 
Deductions: 
Operating charges: 
Materials and supplies used..................... $ 870,531 $106,136(4) $ _ $ 976,667 ~ 
Wages and salaries.......... 906 , 387 1,107 (5) 905, 280 
Taxes, other than income taxes.................. 26,221 26,221 ¥ 
Other operating 33,762 2,320(S) 14,053 (2) 22, 029 
Interest charges......... 1,297 454 (5) "843 
Loss on investments.................... Gee es 6, 016 6,016 (3) 
Estimated federal income 284,442 3, 886 (5) 288,328 / 
Total deductions.......... . $2,242,735 $112,342 $135, 709 $2 , 219 368 
Mab tame) $ 189,628 $112,342 $ 51,088 $ 128,374 
Explanations of Conversion Schedule 
Add: 


$ 84,621.00 


$ 11,448.00 
2,605 .00 


$ 14,053.00 


$ 39,422.00 
$ 106,136.00 
(5) Accruals and operating expenses: 
Wages and salaries—liability increase...... $ 1,107.00~ 
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Solution to Problem 3 
The Speciality Shops Mann, Receiver 
Realization and Liquidation Account 
February 5, 1952 to April 30, 1952 
Realized: 
$ 5,928.00 $15,987.00 
16,536.00 3,500.00 
yment of expenses........... 704.007 1,275.00 
8,539.00 $31,707.00 600.00 * $21,362.00 
Discovered: 
423.00 $ 125.00* 

Liquidated: 770.00 1,095.00 
Charges: $ 9,108.00 

Interest accrued...........+..++-. 70 Accounts receivable................ 1,882.00 ¥ 11,990.00 
900.00 2,215.00 
Assets Not Realized: 
Liabilities Not Liquidated: ccoumts receivable................ $ 3,728.00 
400009002 , 500.00 Prepayment of expenses............ 704.00 
Accrued wages, taxes, etc........... 372.00 4,105.00 16,763.00 
$56,802.00 $56,802.00 
Loss and Gain on Realisation 
Expenses during receivership: 
$6,390.00 
Solution to Problem 4 
, General Fund Other General Fund Other 
Funds Funds 
Dr. Cr. A ffecied Dr. Cr. Affected 

1 9 11 G 11 6 2 E 

2 11 1 — 12 2 12 _ 

3 11 2 T 13 2 10 _ 

t 12 8 — 14 2 11 T 

5 — A and D 15 6 14 T 

6 — — A and B 16 3 2 F 

7 5 7 — 17 2 10 D 

8 6 13 18 H 

9 7 $} eae 19 13 2 H 

6 13 20 2 8 _ 
7 5 
10 3} D 
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Solution to Problem 5 
Present Value of Pension Payments on January 1, 1963 
Payment Amount of Present Value Present Value on 
Date Payment of $1 January 1, 
1963 

1/1/63 $ 5,000.00 1.00 $ 5,000.00 
1/1/64 7,000.00 -9662 6,763.40 Catholi 
1/1/65 10,000.00 -9335 9,335.00 Rev 

1/1/66 14,000.00 .9019 12,626.60 ne 

1/1/67 16,000.00 .8714 13,942.40 to join 

1/1/68 20,000.00 .8420 16,840.00 

1/1/69 25,000.00 .8135 20,337.50 
1/1/70 22,000.00 . 7860 17,292.00 The 

1/1/71 17,000.00 .7594 12,909.80 
1/1/72 12,000.00 7337 8,804.40 has na 
1/1/73 8,000.00 7089 5,671.20 NICHO! 
1/1/74 5,000.00 6849 3,424.50 gomery 
1/1/75 2,000.00 .6618 1,323.60 Birmin 
1/1/76 2,000.00 .6394 1,278.80 
SNOOK 
The annuity of $10,000.00 per annum will provide the following amount for the fund on January 1, 1963: FORD, 
$10,000.00 11.7314 1.035 =$121, 419.99 ENTS. 

The remainder of the fund on January 1, 1953, $14,129.21 will have to come from the lump sum payment on licity. 
January 1, 1952, plus the compound interest on that payment. The lump sum payment, therefore, is as follows: 

$14,129.21 X .6849=$9, 677.10 Univer 
LEI 
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ASSOCIATION NOTES 


E. Buri AUSTIN 


DISTRICT OF COLUMBIA 


Catholic University of America: 
Reverend Dumas L. McCreary has resigned 
to join the staff of Fournier University. 


ALABAMA 


The Alabama Society of Certified Accountants 
has named as its officers for the year F. W. 
Nicuots, Birmingham; JoHN BoRDEN, Mont- 
gomery; JoHN Gay, Mobile; and Curis Kine, 
Birmingham. 

The Birmingham Chapter, NACA, elected the 
following as officers for the year: HARVEY M. 
SNooK, MARSHALL H. OsBuRN, FRANK H. Gar- 
rorD, Henry G. WesLEy, and Davip R. CLEM- 
ents. M. F. BARNO was made director of pub- 
licity. 

University of Alabama: 

LELAND WHETTEN, formerly with the Uni- 
versity of Georgia, has been added to the staff. 

S. Paut GARNER has been appointed to the 
National Commission on Standards for Experi- 
ence and Education for the Practice of Public 
Accounting. 

W. P. Tuomas is serving as secretary-treasurer 
of the Alabama State Board of Accountancy. 


ARKANSAS 


University of Arkansas: 

Bos Hay is on leave doing graduate work at 
Ohio State University. 

Roy H. Jones has been promoted to the rank 
of associate professor. Jones recently addressed 
the Missouri Society of CPA’s on drugstore 
accounting. 

Tom Srecoy has left the staff to complete 
graduate work at the University of Illinois. 

Ropert G. REYNOLDs has been added to the 
staff as assistant professor. 

Watter B. Co xz is currently president of the 
Arkansas Society of CPA’s. 


CALIFORNIA 
University of California: 

Cartes E. Jonnson has resigned to accept a 
position as associate professor at the University 
of Oregon. 

_ Grorce J. Srausus, formerly of the Univer- 
sity of Chicago, has joined the staff as acting as- 
sistant professor. 


University of California (Los Angeles): 

Roianp W. Founx has resigned from the staff. 

Paut Kircuer has joined the staff as assistant 
professor. 

A. B. Carson has been promoted to the rank 
of associate professor. 


University of San Francisco: 

KENNETH H. Foore,: formerly with Peat 
Marwick Mitchell & Co., has been added to the 
staff. 

New additions to the evening division staff 
are EpwarpD WILson, H. BresEE, ROBERT 
Stock, CAMPFIELD, and JAcK POLLEY. 


Stanford University: 

Watrer S. Patmer, formerly of the Uni- 
versity of Nevada, has been appointed acting 
assistant professor. 

Ratpu A. YEO, Regional Counsel for the Bu- 
reau of Internal Revenue, has been appointed 
lecturer in income taxation. 

OsWALD NIELSEN and J. HuGH JAcKSoN spoke 
before the Society of California Accountants in 
November. 


COLORADO 


University of Denver: 

The Tax Institute, sponsored by the Univer- 
sity and the Colorado Society of CPA’s, was held 
in August and featured as speakers a number of 
outstanding accountants and lawyers. 


FLORIDA 
University of Florida: 

James S. Lanwam has returned as head of the 
accounting department from duty with the U. S. 
Air Force. LANHAM recently addressed the South 
Bend Chapter of NACA on “The Auditor Gen- 
eral, USAF, and the Planned Audit Approach.” 

GEORGE SUMMERHILL is on leave for the cur- 
rent year. 


GEORGIA 
University of Georgia: 
PorteER Woop and Jonn A. ANDERSON have 
recently joined the staff as assistant professors. 
Frank Mutunc has returned from graduate 
study at the University of Pennsylvania. 
Homer Brack has returned from graduate 
study at the University of Michigan. 
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Joun A. CHampron is now on leave doing 
graduate work at the University of Michigan. 


IDAHO 

University of Idaho: 

James A. Masi has resigned to go to Tiffin 
University. 

J. D. Swrnesroap has been appointed assist- 
ant professor. 

W. J. WixpE is a member of the State Examin- 
ing Board for Certified Public Accountants. 


ILLINOIS 
Northwestern University: 


S. ¥. McMUuLteEN is on leave for the current 
year working with Alexander Grant & Co. 

Ray Howarp, formerly of Price Waterhouse & 
Co., has been appointed assistant professor. 

T. L. Martin addressed the Chicago Institute 
of Hospital Administrators recently on adminis- 
trative uses of accounting. 

Davin HIMMELBLAU attended the Sixth Inter- 
national Congress on Accounting in London. 

Heten McGrtuicuppy is president of the 
American Society of Woman CPA’s. 

WitiaM RosENTHAL received the gold medal 
of the Illinois Society and the Sells Award of the 
American Institute of Accountants for the No- 
vember, 1951, examination. Bruce NICHOLS 
received the same awards for the May, 1952, 
examination. 


Southern Illinois University: 


Guy W. Trump has been appointed chairman 
of the Department of Business Administration. 

H. J. Rew has been elected vice president and 
Mary BARRON secretary-treasurer of the South- 
ern Chapter of the Illinois Society. 


INDIANA 
Indiana University: 


R. M. MIKESELL has been promoted to the 
rank of professor. 

Harotp Z. LANGENDERFER has been given 
faculty status as lecturer. LENGENDERFER re- 
ceived the award for the highest scores on the 
November, 1951, Indiana CPA examination. 

RoBeErt G. Fatts has resigned to take a posi- 
tion at Anderson College. 

Rospert E. WALDEN was chairman of a com- 
mittee of the Indiana Association of CPA’s to 
make a survey of the accounting system of the 
State Highway Commission. 
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IOWA 


The State University of Iowa: 

GrmsBert P. Maynarp is serving as acting 
head of the department during the absence of 
Harry H. WapdE who is on leave during the cur. 
rent year. 

Davin L. SWEENEY has returned to the staf 
as assistant professor after three years’ graduate 
study and teaching at the University of Michigan, 


KANSAS 
University of Kansas: 

Ivan M. Farmer, who had been a member of 
the faculty since 1945, died in September. 

W. K. Wetrmer has been promoted to the 
rank of associate professor. 

W. S. MitcHett received the Kansas CPA 
certificate in July. 


KENTUCKY 
University of Kentucky: 
RoBeErt H. CojeEn has returned from a leave 
of absence. 
Herman A. ELis is on leave of absence for the 
current year. 
LOUISIANA 


Northwestern State College: 
ALLAN T. STEELE, formerly of the University 
of Tulsa, has been appointed associate professor. 
GrorGE T. WALKER spent six weeks during the 
summer on an exchange fellowship studying the 
E. I. Du Pont Co. in Wilmington, Dela. 


Tulane University: 


The Second Annual Tulane Tax Institute was 
held in November and featured a large number 
of nationally-known accountants and lawyers. 

Joun H. MacKay is on leave doing graduate 
work at the University of North Carolina. 

PETER A. FIrMIN is on leave for graduate work 
at the University of Michigan. 

Paut C. Tayzor has spoken during the fall 
term before the Memphis Chapter of NACA, the 
Midwestern Regional Meeting of NACA, the New 
Orleans Chapter of NACA, and the Louisiana 
Accounting Conference. 


MAINE 
University of Maine: 

Recent additions to the staff include Earl 
FRENCH of the University of Iowa as instructor 
and Cart DENNER, JR., of the University of 
Missouri as instructor. 

LAWRENCE Evans and JoHN ANDERSON have 
resigned from the staff. 


The J 
Sm 
rank 
servi 
missic 
missic 
L 
more 
Unive 
He 
from 
cons' 
Mich 
Re 
grad 
H 
ate 
C 
staff 
B 
gion 
Audi 
Uni 
HEN 
Mot 
Wa 
diret 
Ren 
beer 
sam 
bee 
He: 
Mis 
rece 
prot 
assi 
son 
cost 
Wa 
Stat 


leave 


or the 


ersity 
essor. 
ig the 
g the 


e was 
mber 

duate 


work 


e fall 
\, the 
New 
isiana 


EARL 
uctor 
ty of 


have 


MARYLAND 
The Johns Hopkins University: 

SipnEY Davipson has been promoted to the 
rank of associate professor. DAvipson has been 
serving as consultant to the Maryland Com- 
mission on Revision of the Public Service Com- 
mission Law. 

LEONARD B. Row tes is president of the Balti- 
more Chapter, NACA. 


University of Maryland: 

Howarp W. Wricur has returned to the staff 
from an extended period of duty as accounting 
consultant with the Department of Defense. 


MICHIGAN 

Michigan State College: 

Ropert W. Dvorsky has resigned to do 
graduate work at the University of Pittsburgh. 

Howarp C. LAUNSTEIN is on leave to do gradu- 
ate work at Ohio State University. 

CHARLES LAWRENCE has been added to the 
staff as assistant professor. 

B. C. LemMKE spoke to the Sixth Annual Re- 
gional Conference of the Institute of Internal 
Auditors. 


University of Detroit: 

Cart Moore has joined the staff replacing 
Henry BACHOFER who has gone with Ford 
Motor Company. 

GrorcE RAMSEY, hasbeen appointed tothestaff. 


Wayne University: 

BERNARD F. MAGRUDER has been appointed 
director of accounting for the Detroit Regional 
Renegotiation Board. Harvey A. HEatH has 
been appointed as an accountant serving this 
same Regional Board. Harry M. Lanopis has 
been appointed acting head of the department in 
absence. 


MISSISSIPPI 
Mississippi State College: 
Epwin S. SANDERS and FRANK WATSON have 


recently been promoted to the rank of associate 
professor. 


J. W. THomson, Jr., has been promoted to 
assistant professor. 

W. A. Stumons recently addressed the Jack- 
son Chapter of NACA on applying inventory 
costs against income. 

MISSOURI 
Washington University: 

ArTuur E. Cartson has been added to the 

staff as assistant professor. 
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MONTANA 
Montana State University: 

E. J. DeMaris has returned from a two-year 
leave of absence doing graduate work at the 
University of Illinois. 

Epwin O. Dwyer recently received his CPA 
certificate. 

DoNALD J. EMBLEN is secretary of the Mon- 
tana Society of CPA’s. 


NEW JERSEY 
Rutgers University: 

Joun R. Gitmour has been promoted to the 
rank of associate professor. 

W. J. von MINDEN is vice-president of the 
New Jersey Society of CPA’s. 


NEW YORK 
Cornell University: 


H. has resigned to become 
head of the department at Hofstra College. 

RoseErt S. Hoxmes has been appointed associ- 
ate professor. 

Wi1am H. SHANNON was on sabbatical leave 
during the fall term serving on active duty with 
the Navy Bureau of Supplies and Accounts. 
SHANNON taught in the School of Law at Stan- 
ford University during the summer. 


Syracuse University: 

ARNOLD W. JoHNson has been appointed to 
the Committee on Accounting Personnel of the 
American Institute of Accountants. 

Joun A. CLINKENBEARD has been appointed 
assistant professor. 

E. S. GERMAIN has been awarded a CPA cer- 
tificate in. New York. 

Horace J. LANpry is director of education for 
the Syracuse Chapter, NACA, and LAuREN F. 
BRUvSsH is assistant director of publications. 


City College of New York: 

Joun N. MEYER was chairman of the planning 
committee of the First Annual Conference on 
Accounting Education held recently. 

STANLEY B. Tunickx is now serving as treasurer 
of the New York State Society of CPA’s. 

EMANUEL SAXE is managing editor of the New 
York Certified Public Accountant. Saxe recently 
addressed the Syracuse Chapter of the New York 
State Society of CPA’S on the subject of prob- 
lems of the beginner in the accounting profession. 


Long Island University: 


Paut D. FLEISCHER, SANFORD W. House, and 
Pitre B. Kravirz are on leaves of absence. 
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E. D. Dworetsky has been named educational 
director of the Long Island Chapter, NACA. 

Serving on various committees of the New 
York State Society of CPA’s are the following: 
Puiip B. Kravitz, admissions and memberships; 
LEo ScuHtoss, education and publications; 
WotitzER, admissions and memberships. 


Fordham University: 

CHRISTIAN OEHLER was appointed chairman 
of the department. OEHLER is a CPA of Ken- 
tucky, New York, and New Jersey. 

SYLVAN TESORIERE has been promoted to the 
rank of assistant professor. 

Additions to the staff include SALVATORE 
MUSCATELLO and Puitip STEINBORN as instruc- 
tors. 


NORTH CAROLINA 
University of North Carolina: 
Wittarp J. Granam, formerly professor of 
accounting, University of Chicago, has been ap- 
pointed as professor of accounting. 


NORTH DAKOTA 


University of North Dakota: 

VELOYcCE WINSLOW recently addressed the 
North Dakota Society of CPA’s on handling oil 
equities. Winslow was admitted to the North 
Dakota Bar in August. 

R. D. KoppENHAUER has been reelected secre- 
tary of the North Dakota Society of CPA’s. 


OHIO 
Miami University: 
CHARLES R. HAMMERSMITH has resigned from 
the staff. 
ALBERT G. WALD has returned from a leave of 
absence for graduate study at the Ohio State 
University. 


Ohio State University: 

Harry MAERKER has resigned from the staff 
to work for the Department of Defense. 

KENNETH Emery has left to join Price Water- 
house & Co. 

Harry Lyte has resigned to enter public 
accounting with a local firm. 

J. B. HeckeErrt is national president of NACA 
and is on leave of absence during the current year. 

James R. McCoy is president of the Columbus 
Chapter of the Ohio Society of CPA’s. 

Paut Fertic and Paut L. Nose, who re- 
cently received Ph.D. degrees from this univer- 
sity, have been promoted to the rank of assistant 
professor. 


JoserH E. Hampton has been appointed ip. 
structor in accounting. 


Xavier University: 

Ber. G. GRAHAM, President of the Ohio State 
Board of Accountancy, addressed the Xavier 
Accounting Society at its first annual dinner 
meeting in 1952. Other guests included Srantgy 
A. Hittner of the American Institute of Ac. 
countants, Freperic A. Powers, Secretary of the 
Ohio Society of CPA’S, and WALTER Kinxgap, 
President of the Cincinnati Chapter, NACA. 

RusSELL J. WALKER recently passed the Ohio 
CPA examination. 


OKLAHOMA 
University of Oklahoma: 

The University was host in November to the 
annual Income Tax Conference which featured 
outstanding speakers of the state both in law 
and accounting. 


University of Tulsa: © 

DALE B. FERREL has been appointed assistant 
professor. 

Fifteen members of the Oklahoma Society of 
CPA’s will serve as class lecturers in a course in 
public accounting recently inaugurated in the 
Downtown Division: 


‘ 
OREGON 


University of Portland: 

Joun WEISNER recently resigned from the 
staff, and ALLEN H. Apams has been newly ap- 
pointed. 


PENNSYLVANIA 
Pennsylvania State College: 
Wi1am A. Paton, JR., has joined the staff 
of the accounting department. 
C. J. Rowxianp has been reelected secretary 
of the Harrisburg Chapter of the Pennsylvania 
Institute of CPA’s. 


University of Pennsylvania: 
ApoLpH Mazz is on leave of absence on special 
assignment with the Department of State. 


Lehigh University: 

Rosert D. MASON resigned to go to the Uni- 
versity of Oklahoma. 

Gitpert R. ByrHEwoop resigned to go to 
Miami University in Ohio. 
i {New additions to the staff are Russet A. 
ALTENBERGER and Louis M. LETTIERI. 
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University of Pittsburgh: 

Rosert D. Ayvars, on leave of absence, is cur- 
rently residing in Mexico City. 

Recent additions to the staff include WALTER 
Hem, Louis A. WERBANETH, JR., RAYMOND R. 
Ox, Joun T. J. Byrne, Franx N. WILLEts, 
and F. A. ScHwarz. James R. Rossex has been 
appointed to the committee on education of the 
Pittsburgh Chapter of the Pennsylvania Insti- 
tute of CPA’s. Rossetti has been promoted to 
associate professor. 

An accounting symposium sponsored by the 
Pennsylvania Institute of CPA’s was held on the 
campus in December. 

Epwin H. BALpripcE has been promoted to 
assistant professor. 


RHODE ISLAND 


University of Rhode Island: 


W. S. Briccs recently gave talks before the 
Junior Accounting Society of Rhode Island and 
before the junior executives of Owen-Corning 
Fiberglass Company. 


TENNESSEE 
University of Chattanooga: 
James B. Foxwortu is program chairman for 
the Chattanooga Chapter, NACA. 
Recent addresses before the Chattanooga 
Chapter of NACA were delivered by Wrxitam H. 
Wesson, Jr., and ARTHUR G. VIETH. 


TEXAS 


Texas Technological College: 

G. TAyLor has returned to his duties 
as professor of accounting after a two-year tour 
of duty in the Army. 

W. E. WuirtincTon, JR., is on leave to do 
graduate work at the University of Illinois. 


University of Texas: 

Cuar.es T. ZLATKOVICH is on leave of absence 
working with the research staff of the American 
Institute of Accountants. 

Joun Wuire read a paper, “Dealing in 
Dollars,” at the Louisiana Accounting Institute 
in October. 

Paitirp T. Meyers has joined the staff as in- 
structor. 

MiGuenn A. WetscH received his doctor’s 
degree last June and has been advanced to the 
rank of associate professor. 

\Cuartes H. GrirFin has been named special 
lecturer in accounting. 


Epwarp S. Lynn has joined the staff as assist- 
ant professor. 


Texas A&M College: 

Joun D. O’NEILL has been appointed to the 
staff as instructor. 

Baker Fiowers is expected to return this 
semester from overseas service with the Army. 


North Texas State College: 


Tom Rose and PAut BRECKENRIDGE passed 
the May, 1952, CPA examination. 


University of Houston: 

Howarp M. Danrets has been promoted to 
the rank of professor. 

Z. has been promoted to 
the rank of associate professor. 

Joun T. Jenxrns has resigned to take a posi- 
tion with the Bureau of Internal Revenue. 


UTAH 
Brigham Young University: 
Recent additions to the staff include Lyte H. 
MclIr¥ and DELANCcE W. SquikE as instructors. 
Howarp D. Lowe has returned from leave of 
absence, and KimsBatt Sorenson has been 
granted a leave of absence for graduate study. 
Rosert J. SmirH represented the University 
at the Second Annual Faculty Seminar sponsored 
by Standard Oil Company of California. 


WASHINGTON 
State College of Washington: 
THEODORE R. SALDIN has returned from leave 


of absence spent completing the requirements for 
a law degree at the University of Washington. 


WEST VIRGINIA 
West Virginia University: 
Joun D. O’SuLttvan has been added to the 
staff as instructor. 
Raymonp W. CoLeman has been appointed 
dean of the new College of Commerce which began 
its initial year of operation in September, 1952. 


WISCONSIN 
University of Wisconsin: 
Epwarp J. BLakiey has been appointed as- 
sistant professor. 
J. C. Grsson spoke before the Racine Manu- 
facturers’ Cost Association in October. 
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BOOK REVIEWS 


ArtTHuR M. Cannon, Editor 


Accounting 


The Retail Inventory Method and LIFO. Malcolm P. 
McNair and Anita C. Hersum assisted by H. I. 
Kleinhaus. (New York: McGraw-Hill Book Co., 
1952. Pp. xx, 446. $7.50.) 


This is a book worthy of its authors, who rank among 
the foremost authorities on retail accounting today. 
Here is required reading not only for the retail controller 
or financial executive, but also for the merchandiser 
who understands merchandising principles and policies 
and has some inkling of general accounting. The book is 
divided into two distinct parts, namely: Part I “The 
Retail Inventory Method” and Part IT “LIFO in Re- 
tailing.” 

The first one-third of the book is a clear and concise 
review of the Retail Inventory Method. Chapters I, IT 
and III give good explanations and definitions of the 
terms used in retail accounting, of the prevailing pricing 
policies in department stores and the basic principles 
involved in the retail method. While discussing the theo- 
retical aspects, the authors always point out the prac- 
tical approach which oftentimes tends to disregard 
theoretical consideration as relatively unimportant in 
arriving at the solution which is “close enough for prac- 
tical purposes.” I am thinking of the discussion on mark- 
up cancellations and mark-down cancellations. 

The averaging process of the retail method which is 
sometimes difficult for the novice to understand is very 
very clearly explained and illustrated by simple ex- 
amples. The discussions of the historical development 
of the method, particularly the early struggle to win the 
recognition of the Bureau of Internal Revenue, form 
good background information. The chapter on operat- 
ing problems covers such matters as special sales, mul- 
tiple sales and trade-in allowances, which did not always 
receive sufficient attention in some of the earlier books. 

Of particular interest to some readers will be the dis- 
cussion of the retail method in food chains. As the au- 
thors point out, there are many variations of the method 
used by such organizations. It is hoped that future edi- 
tions of the book will further elaborate on this use, and 
will deal with other chain organizations as well. 

Part II fills a real need in giving a broad, up-to-date 
and comprehensive review of the LIFO problem in re- 
tailing. The basic principles are very clearly explained. 
Retail executives should carefully study the effects of 
price fluctuations as exemplified in Mr. Smith’s shoe 
business (chapter VIII). The somewhat lengthy review 
of LIFO history in retailing helps to a better conception 
of its final evolution and of those aspects that are pe- 
culiar to retailing. 

Anyone who is concerned with the practical account- 
ing approach to LIFO will get a lot from the Chapter X 
on basic calculations, procedures and forms as well as 
Chapter XII which deals with procedural problems. 


Here is some common sense discussion of such problems 
as combination or split of departments and new depart. 
ments. 

Most instructive is Chapter XI which deals with 
some inherent problems for stores. It illustrates LIFO 
results under varying circumstances, such as the effects 
of the price cycle, of quantity changes, involuntary 
liquidations, changes in mark-on complement, and 
markdowns. Those contemplating adoption of LIFO 
will find some thought-provoking problems raised by 
this chapter. They won’t necessarily find their own ques- 
tions answered but will certainly be better informed be- 
fore deciding on the calculated risk of LIFO. 

The Chapter on LIFO in Food Chains covers a spe- 
cialized application of LIFO principle. Food executives 
will find the rather detailed review of the Basse case and 
the description of some prevailing methods very helpful 
in appraising their own approach to LIFO. As the prob- 
lem is rather new in food retailing many concerns have 
worked out their own individual methods. Some of these 
will still have to stand the test of review by the Bureau 
of Internal Revenue. 

What then is the future of LIFO in retailing? In spite 
of all initial controversy, LIFO has become a firmly en- 
trenched principle of inventory valuation. After all, 
FIFO is only an artificial convention of pricing inven- 
tories—LIFO is just another convention, one which has 
much to recommend it. LIFO follows closely the flow of 
cash through business pipe lines. In its effect on the to- 
tal economy, the authors feel that LIFO may be a salu- 
tary factor in retarding unwarranted optimism in boom 
times. 

Korea and the renewed defense effort had, of course, 
given the LIFO movement new impetus early in 1951. 
The authors discuss the possible effects of both defla- 
tionary and inflationary factors on the future economy. 
While not openly forecasting one trend or the other, 
they seem to make a strong case for continued inflation- 
ary forces in the Jong range picture. 

Rather significant are the changes that will have to 
come about to make LIFO applications more practical. 
The presently required BLS department store index 
seems too broad. The requirement of rather detailed 
departmental break-down under the dollar value method 
is hardly consistent with this. Some more sensible modi- 
fication of both these requirements will undoubtedly be 
worked out in time. Appropriate index figures need to 
be developed and approved for retailers other than those 
covered by the BLS department store index. What 
about relief for peace time involuntary liquidations such 
as can be brought about by fires, strikes, crop failures 
and many merchandising considerations? Here is @ 
stumbling block that must still be overcome. The au- 
thors point to the distorting results obtained under the 
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presently required treatment of mark-downs. Retail in- 

ventory values prior to mark-downs would yield a better 

criterion of physical changes than the figures under pres- 

ent methods required by BIR, using retail inventory 
after mark-downs. 

It is hoped that some day an amendment to the law 
will permit the combination of LIFO with the lower-of- 
cost-or-market principle. Such an amendment would 
boost the adoption of LIFO tremendously and, thereby, 
probably exert a very decided influence on the economy. 

To sum up: This is a thoroughly useful book—not 
only academically interesting to the student of business 
or economics, but of practical help to the retail execu- 
tive. That, I believe, is its best recommendation. 

HERBERT RETZLAFF 
Controller 

Fred Meyer, Inc. 

Portland, Oregon 


Principles of Accounting—Advanced. H. A. Finney and 
Herbert E. Miller. (New York: Prentice-Hall, Inc., 
1952. Pp. xii, 893. $8.70.) 


The content of texts in advanced accounting is be- 
coming quite standardized and this text contains the 
usual partnerships, installment sales, consignments, fi- 
duciary accounting, branches, and consolidated state- 
ments. The core of the text is consolidated statements, 
though this is placed after most of the other topics. 

The treatment of partnerships in five chapters is 
comprehensive and adequate. The treatment of goodwill 
in admitting a new partner and in releasing an old part- 
ner does not seem quite consistent. A good point in 
Chapter One is made of the desirability of recording the 
whole goodwill implicit in selling an interest. On page 
32, however, the authors, in discussing the retirement of 
a partner, do not seem to apply the same theory and sug- 
gest that perhaps only the part paid for should be placed 
on the books. 

In the study of ventures the authors point out at the 
beginning that merchandise shipments are seldom made 
as joint ventures at the present time and mention real 
estate and securities as more modern applications. How- 
ever the illustrative problem is again a. merchandise 
shipment. It would seem desirable for texts to illustrate 
the modern uses, particularly in the contracting field 
where ventures are quite common. One might also ques- 
tion whether the use of a separate set of accounts for the 
venture is not more advantageous and also more com- 
mon practice. 

In the treatment of installment sales method the au- 
thors admit the theoretical justification for taking profit 
on installment sales immediately, with the setting up of 
reserves for uncollectibles and after-expenses, but seem 
to believe that the income tax difficulties raised are suf- 
ficient reason for using the installment method. They 
point out the inconsistency of deferring gross profit and 
not deferring costs of selling but cannot agree to the de- 
ferral. Isn’t it about time that some text pointed out the 
glaring inconsistencies of the installment method and 
acknowledged frankly that the only real case for its use 
is the income tax loophole? Experience clearly shows 
that in most lines of merchandising credit losses are not 
at all high on the installment plan; and carrying and 
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finance charges probably cover the losses and costs in- 
volved in most cases. (The authors do not discuss the 
treatment of carrying charges.) Installment receivables 
are treated as current assets and therefore meet the 
usual accounting test of realization. The exception 
would be long-term real estate sales where the install- 
ment method would seem more justifiable. The incon- 
sistencies of the installment method would seem to make 
the sales basis the natural method, at least where this 
form of credit is well controlled and a common practice. 

The chapter on insurance is an unusually good treat- 
ment of the subject and enlightening to the student. In 
connection with the expensing of the difference between 
the net premium on life insurance and the increase in 
cash surrender value it might be pointed out that the 
method after 15 or 20 years, will result in an insurance 
income rather than expense, since dividends and the in- 
crease in cash surrender value ultimately will exceed the 
original premium. 

Fiduciary accounting is well treated and not too com- 
plicated and the discussion of compound interest for- 
mulae and their application to accounting situations is 
good. In the treatment of leaseholds there is no discus- 
sion of the objection to recording implicit interest ex- 
pense and income. So many accountants object to this 
method that it might need further justification. 

Consolidated statements have been given a thorough- 
going treatment in ten chapters. Almost ail aspects and 
situations are fully discussed and as has always been the 
case in previous editions the illustrative problems are 
clear and well-chosen. In fact, so many cases are pre- 
sented that the student will undoubtedly be unable to 
separate the different conditions in his mind. The re- 
viewer questions whether the average student can ab- 
sorb all that is given. A practicing accountant or a grad- 
uate student will find many of the more complicated 
problems enlightening and the chapters may well serve 
as an encyclopedia for reference when these problems 
are encountered. For the average student it would seem 
well for the instructor to omit a good many of the more 
complicated situations and confine his attention to the 
factors common to most consolidations. There is just 
too much for him to absorb. 

Considerable objection has been raised, by industrial 
accountants particularly, to the amount of time devoted 
to consolidations in most college courses. They feel, with 
some justification, that more time might be allotted in 
the curriculum to phases of managerial accounting. By 
the time the usual graduate has to deal with the prob- 
lem he will have forgotten most of the unusual situations 
and will have to study them anew. 

The treatment of the excess paid over book value is 
rather unusual in that in the first chapter (18) it is sim- 
ply called Goodwill, whereas in Chapter 22 (pp. 411 ff.) 
there is an excellent discussion of the necessity for dis- 
tinguishing between goodwill and asset revaluations. 
This has not been so well done in other texts and is to be 
commended. At the present time such excesses might in 
most cases be due largely to revaluation of plant to 
present levels or to converting LIFO inventory figures 
to present values. 

A similar method is used in stating when consoli- 
dated statements should be prepared. In Chapter 18 no 
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guide is given and through the following chapters the 
desirability is taken for granted. Then in Chapter 26 
an excellent explanation follows on when to consolidate 
and when not. Also the undesirability of consolidating 
when there is a large minority interest is pointed out. 
Chapter 26 also has a good illustration of the application 
of the Moonitz entity theory, though the authors do not 
use this method in their own treatment. The method is 
fairly presented as an alternative viewpoint. 

Some texts have not kept before students the funda- 
mental objective of consolidated statements, namely, 
presenting the two compr.nies as if they were completely 
merged, in so far as this is possible. This text does a good 
job of emphasizing this objective, which is the best 
method of clarifying some of the necessary presenta- 
tions. The limitations on the use of consolidated state- 
ments are also well accented. 

It seems to the reviewer that the cost method is not 
given as fair treatment as it should have, and the au- 
thors might be reminded of their own viewpoint that 
both holding company and consolidated statements 
should be used to give complete information to the ana- 
lyst. It is therefore not necessary to show the “eco- 
nomic facts” of undistributed profits and increase in 
book value of the investment on the holding company 
books. Some of the objections to considering dividends 
as income to the holding company apply, of course, 
equally to so treating dividends on stocks in general and 
are therefore not confined to holding company state- 
ments. The question of availability for dividends by the 
holding company of undistributed earnings of subsidi- 
aries does not seem to be raised. 

Illustrative problems are good throughout the text, 
though in some cases perhaps too numerous. Questions 
and problems on the chapters, as has been true of most 
previous editions, are more than adequate. This will 
be a teachable book and a good manual for the student. 
Reasoning and theoretical treatment seem to have been 
considerably improved in most instances. 

E. A. HEILMAN 
Professor of Accounting 
University of Minnesota 


Financial Statements: Form, Analysis, and Inter preta- 
tion, Revised ed. Ralph Dale Kennedy and Stewart 
Yarwood *McMullen. (Homewood, Illinois: Rich- 
ard D. Irwin, Inc., 1952. Pp. ix, 574. $5.75.) Ques- 
tions and Problems. Pp. 264, separately bound. 

The major purpose of the revised edition is to explain 
how to read financial statements of industrial, commer- 
cial, and certain specialized industries. 

The first section deals with form, content, and con- 
struction. Readers are assumed to have some knowledge 
of financial statements and this section reviews the gen- 
erally accepted accounting rules followed in preparing 
the principal statements. Numerous references are made 
to publications of the American Institute of Account- 
ants, American Accounting Association, and Securities 
and Exchange Commission. 

The second section covers the analysis and interpre- 
tation of commercial and industrial financial statements. 
It stresses the use of the following analytical devices: 
comparative statements showing dollar amounts, dollar 


increase-decrease, percentage increase-decrease, ratio 
comparisons, percentages of totals, statement of net 
working capital changes, trend ratio, common-size per- 
centages, individual ratios, and statement of variation 
in net income. 

This second section is well written except that the 
chapter on statement of changes in net working capital 
follows the typical accounting text technique for pre- 
paring a ten column working sheet. It is doubtful 
whether the techniques and the simplified examples 
would materially aid the external analyst in even a 
moderately complex situation. (A simpler technique 
that is believed better suited to complex problems is 
pointed out and illustrated in Accounting Resewch, 
April, 1952.) Kennedy and McMullen have an unusual 
statement of changes in net worth that shows in one 
statement (1) the increases and decreases in individual 
current items and (2) the sources and application of 
net working capital. 

Ratios are described and illustrated and publications 
of ratios based on business studies are cited. Primary 
importance is not attached to the use of ratios and 
mechanical plans for evaluating individual or com- 
posite ratios are not suggested. 

The chief feature of the revised edition is the intro- 
duction of a section on the effect of changing price 
levels on the interpretation of financial statements. Four 
chapters deal with the general problem. Paton’s testi- 
mony in behalf of Republic Steel Corporation before the 
steel industry fact finding board is quoted at length. 
The purpose is to show the effect of price changes upon 
inventories and long-term assets and the difference 
between “real” and nominal profit. One chapter is an 
illustrative price level study of the Caterpillar Tractor 
Company’s financial statements. The wholesale com- 
modity and agricultural implement price indexes are 
used for converting prior prices into current prices. The 
conclusions drawn from comparing reported and ad- 
justed data are (1) the required deflation in earnings 
on common stock equity is roughly one third, (2) the 
company is able to earn a good return on current (1950) 
values, (3) the current earnings rate in real dollars is 
over twice the 1941-47 rate. This chapter is probably 
the most valuable in the book for it brings together in 
one place the techniques for restating prices in current 
terms and appraises the converted results. The clerical 
task involved in eliminating all price changes is s0 
great, the authors say, that partial analysis is suitable 
in most cases. 

The fourth section covers consolidated financial 
statements and analysis of selected industry statements. 
The single chapter on consolidated statements deals 
effectively with the why and how of their preparation. 
A teacher should be pleased to have his students know 
this much about the topic. 

The remainder of the fourth section deals with the 
analysis of statements of a department store, grocery 
store, machinery manufacturer, air carrier, rai 
public utility, and bank. Two chapters are devoted to 
each of the last four—one chapter to the general plan 
of statement preparation and one to the analysis of 
statements of apparently hypothetical companies. Use 
of identifiable company statements would be more 
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interesting and meaningful. 

The Questions and Problems, containing enough 
material for several years use, seem well-suited to the 
book. 

The methods of analysis and interpretation can, the 
authors say, be applied to accounting data for the pur- 

of making managerial decisions, testing efficiency, 
establishing credit ratings, and determining investment 
yalue of a business. The authors seem to do a good job 
of describing the analysis of financial statements for the 
last two purposes. It is doubtful whether the external 
analyst, whose viewpoint the authors'stress, is likely to 
develop the techniques necessary for the first two uses. 
He needs additional techniques and internal informa- 
tion for such purposes. 

Rosert H. GREGORY 

Associate Professor of Accounting and Finance 

University of Buffalo 


Accounting Procedure for Standard Costs, Revised Edi- 
tion. Cecil Gillespie. (New York: The Ronald Press 
Company, 1952. Pp. xix, 472. $7.50.) 


In this book Professor Gillespie approaches the prob- 
lem of standard costs at a level designed for students 
already familiar with standard costs from their basic 
courses in cost accounting. The initial chapter is a state- 
ment of the development of standard costs, with special 
emphasis on operational qualities for managerial pur- 
poses. After this introduction follow two chapters de- 
voted primarily to the explanation of recording of cost 
data by (a) charging work in process with actual and 
crediting it with standard cost, “Method A,” and (b) 
charging and crediting work in process at standard cost, 
“Method B.” These chapters are followed by others 
dealing with the various elements of manufacturing 
cost; the reporting of them, including the handling of 
inventory and variance accounts; and the relating of 
these cost accounting techniques to basic budgetary 
procedures. There is a general repetition of this same 
approach with respect to distribution cost accounting. 
The textual treatment then concludes with a series of 
chapters on standard cost accounting under the author’s 
“Method C” (the charging and crediting of work in 
process both at actual and standard cost, as these re- 
cordings may be integrated with bogey standards); the 
handling of variable and fixed costs in the operating 
statement; and return on investment. The entire presen- 
tation has four illustrative cases interspersed for clari- 
fication. 

The approach to these matters is as strictly method- 
ological as it would appear possible to make it. This 
procedural approach (designated as “practical” in the 
book) directs the discussion to the mechanics involved 
in preparation of cost data and the managerial uses 
which might be made of them. The strong leaning 
away from theoretical aspects of standard costs has 
eliminated from the presentation certain interesting 
views which the author might have advanced on a 
number of problems with respect to the subject, includ- 
ing e.g., the relationship of variances to the turnover 
of inventories; the relationship of standard cost ac- 
counting to such bases of valuation as the lower of 
cost or market, base stock cost, and last-in-first-out 


cost; and the relationship of standard cost accounting 
to direct costing. The practical treatment might well 
have covered punch card techniques under the principle 
of exceptions. 

The general organization of the book makes it more 
suitable for classroom than for reference use. The real 
contribution of the book is the feel it affords the student 
of the actual problems of standard cost accounting 
which the author has encountered in actual experience. 
However, the author’s description of his three methods 
of recording standard costs is given with such finality 
that the student is likely to lose sight of the fact that 
there might be many variations in the combination of 
elements of these methods for actual use in industry. 

As might be expected, the book bears a strong re- 
semblance to the original edition (published in 1935). 
These basic elements have been retained: the descrip- 
tion of standard cost accounting procedure with respect 
to material, labor, manufacturing expenses, and costs 
of distribution; the classification of standard cost 
accounting methods as A, B, and C; the use of illustra- 
tive cases to describe the application of these three 
methods; and the “special lecture” basis of organiza- 
tion of the material. 

As is claimed by the author in his preface, the 
primary revisions are: a different emphasis on distri- 
bution costs, the “use of standard cost techniques to 
organize the operating statement on a break-even point 
basis and to construct break-even charts,” figuring the 
return of investment by product class and the relation- 
ship of such computations to the analysis of selling 
price policies, and the relationship in the chapter on 
inventories and variances of these accounts to the bal- 
ance sheet valuation of inventories. To these are added 
revisions in problems and new questions for class dis- 
cussion. 

OswaLp NIELSEN 
Associate Professor of Accounting 
Stanford University 


Accountant's Office Manual. Charles S. Rockey. (New 
York: Prentice-Hall, Inc., 1952. Pp. 373. $6.35.) 


Small and medium sized firms of public accountants, 
individual practitioners, and accountants who are 
thinking of opening offices of their own have for many 
years felt the need of some aid in the solution of the 
numerous problems confronting them in establishing, 
building and administering their practice. By sum- 
marizing and publishing the knowledge he has gained 
through many years as the managing partner of the 
public accounting firm bearing his name, Charles S. 
Rockey has made a significant contribution to the 
accounting profession. He has provided a source of 
suggestions as to how to plan and develop an account- 
ing practice which should prove helpful to practically 
every person who has opened an office or wants to do 
so. Many of the partners in small or medium-sized 
public accounting firms also will find possible solutions 
to some of their very troublesome problems. 

Too often the organization and business manage- 
ment problems of a public accountant get the same sort 
of attention as the proverbial shoes of the shoemaker’s 
children. As Frank Wilbur Main says in the foreword to 
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Mr. Rockey’s book, “Individual practitioners and the 
partners of small firms are so engrossed in their pro- 
fessional work that they do not give sufficient thought 
and time to the business end of their own practice.” Mr. 
Rockey’s suggestions will undoubtedly be of real help 
to many who have proved their professional compe- 
tence but have been too busy with more interesting 
problems to be mindful of many of the things that are 
necessary in the successful operation of an accounting 
practice. Only a person with long experience in the field 
could write a book of this kind. Mr. Rockey is to be con- 
gratulated on his willingness to let others have the 
benefit of information that must have cost him and his 
firm considerable time, effort, and money to develop. 
Part of the material he has made available in this vol- 
ume is of a type which some public accounting firms 
have been quite reluctant to disclose. 

The book is well organized and is divided into eight 
chapters with an extensive appendix. Each of the chap- 
ters discusses a particular area of importance such as the 
firm and its organization, specialized departments, the 
client, auditing and reporting policies and practices, 
personnel, office policies and procedures, supplies and 
equipment, and accounting for income and expenses. 
The appendix contains forms, and instructions where 
needed, relating to a partnership agreement, maintain- 
ing the client’s permanent file, an internal control 
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employee profit sharing plan, a profit sharing trust 
agreement, instructions for typists, and an employeey’ 
manual. The index seems to be quite complete. 

One drawback is inherent in a book of this kind, 
i.e., one individual has only a limited opportunity to 
learn what has proved to be good practice in other 
organizations. Undoubtedly, Mr. Rockey has drawn 
much from others with whom he has exchanged views 
throughout the years. Nevertheless, the practitioner 
who uses this book must remember that the ideas pre. 
sented are primarily those of only one organization, 
Just to illustrate, Mr. Rockey’s confirmation request 
forms in most instances provide for signature by the 
auditor, whereas probably most of the confirmation 
requests that aie sent out in this country are signed by 
the client. 

In spite of this inescapable drawback, with this book 
available as a reference, the Certified Public Account- 
ants who are undertaking to practice on their own or 
are forming a new firm have the counsel and guidance 
of a veteran in the field which will save them from 
making many of the mistakes which would otherwise 
be inevitable in the organization and development of 
their practices. 

Carman G. 
Director of Research 
American Institute of Accountants 
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Business Fluctuations. Robert Aaron Gordon. (New 
York: Harper & Brothers, 1952. Pp. xvi, 624. $5.00.) 


This book is offered as a text for one-semester 
courses in business fluctuations at the junior or senior 
level. The author is professor of economics at the Uni- 
versity of California (Berkeley). 

After a brief introductory chapter explaining in a 
general way what the book is about, there are nine- 
teen additional chapters divided into three parts. Part 
one, on “Income, Spending, and Output,” contains 
chapters on the circular flow of spending and income, 
national income and gross national product, the determi- 
nants of aggregate demand, and fluctuations in invest- 
ment and the role of the acceleration principle. These 
chapters are designed to equip the reader with some of 
the analytical tools used later on. The general approach 
is as follows: “Since changes in business activity arise 
out of fluctuations in spending (by consumers, business- 
men, and government), consideration of these topics is 
an essential preliminary to the detailed study of busi- 
ness cycles” (p. 5). The author places emphasis on 
business expectations in connection with investment 
and also makes the point that a reasonably accurate 
short-run consumption function cannot be applied 
since short-run changes in income may have a number 
of alternative possible effects on consumption. Hence, 
he is not satisfied with the validity of the short-run 
explanatory or predictive possibilities of oversimplified 
models in which the marginal propensity to consume is 
assumed to be known so that the level of income which 
will result from any changes in investment or govern- 


ment spending can be immediately determined by means 
of the multiplier and the acceleration principle. He also 
points out that in discussions of the acceleration princi- 
ple there has been an overemphasis on the relation 
between changes in consumption and the volume of 
investment with insufficient stress on the demand for 
capital goods by firms making capital goods. 

Part two provides a detailed analysis of ““The Nature 
and Causes of Business Flucatuations” in which sta- 
tistical, historical, and theoretical treatments are 
utilized. Successive chapters deal with measuring 
changes in business activity, the dynamic characteristics 
of the American economy which tend to make for 
secular and cyclical change, the kinds of economic 
change, how the economy behaves during business 
cycles, how it generates business cycles, the variety of 
business cycle theories, and an analysis of develop- 
ments in the interwar period from 1919-39 as well as 
in the period of World War II and thereafter until 1950. 

Business cycles as such are viewed as both major and 
minor. The former are described as tending to be rela- 
tively long (from six to eight years), to have a relatively 
wide amplitude, and to be associated with important 
changes in business expectations regarding the profit- 
ability of long-term investment. The minor cycles are 
described as shorter (usually two to four years), of small 
amplitude, and tending to be associated with changes in 
short-term business expectations and minor maladjust- 
ments, but without significant alterations in longer- 
term investment possibilities. In this view, the pe 
riod 1946-49 “‘...marks off one compete minor 
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cycle, superimposed on major inflationary boom which 
had not yet run its course by the time rising military 
expenditures again came to dominate the business scene 
in 1950-51” (p. 431). The period April 1919-July 1921 
is considered a minor cycle, the downswing being asso- 
ciated with short-run factors; but since the long-term 
investment possibilities which had existed in 1919-20 
were still present in 1921, they constituted stimuli to 
the major cycle which culminated in 1933, the expan- 
sion phase having come to an end in 1929. 

The fact that this position is different from that of 
Arthur F. Burns and Wesley C. Mitchell, who hold 
that available evidence does not clearly establish the 
existence of major cycles distinct from minor cycles, 
does not prevent the author from making excellent use 
of the statistical work of these men and their associates 
in the National Bureau of Economic Research. After 
explaining the Bureau’s method of measuring typical 
cyclical behavior, he uses its average reference cycle 
patterns to describe the typical cyclical behavior pat- 
terns of various statistical series of (1) production, 
prices, and investment, (2) consumption, income, and 
employment, and (3) monetary and financial factors. 
On the basis of this material, a detailed explanation is 
made of how the economy generates business cycles. 
Although this analysis does not provide “ . . . a simple, 
clear-cut theory of the busines; cycle in which we can 
put the whole blame on one or two obvious causes” 
(p. 300), the various theories described in the following 
chapter also leave much to be desired, according to the 
author, in that they tend to overemphasize single or at 
any rate too few causes. 

Part three on “Prediction and Control” deals in 
successive chapters with forecasting business activity, 
the goal of economic stability, methods of achieving 
greater stability, international aspects of the problem 
of instability, and the present status of business-cycle 
policy. In the discussion of the goal of economic sta- 
bility, the author says that a policy of economic stabili- 
zation must aim at the objective of both full employ- 
ment and price stability, but that there are other goals, 
such as, among others, the maintenance of basic demo- 
cratic institutions and the largest amount of personal 
freedom. Where government interference is necessary 
in the interest of stability, he considers it preferable to 
have the government use measures which operate im- 
personally on total spending rather than apply direct 
detailed controls to the activities of firms and indi- 
viduals. But he is not averse to strengthening the power 
of the executive to a much greater extent than would be 
agreed to by many. It might be worth mentioning that 
the author is none too hopeful of avoiding secular infla- 
tion and particularly of keeping wage rates within 
bounds; he is therefore willing to abandon the goal of 
price level stability “... to permit a secularly rising 
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price level, with wages rising faster than output per 
man-hour” (p. 557). 

At various points in part one the author mentions 
the fact that aggregative analysis may conceal impor- 
tant matters and that while the study of broad aggre- 
gates is useful in the analysis of business-cycle fluctu- 
tions, “...a study of broad aggregates alone is not 
enough” (p. 116). However, in discussing the methods 
of achieving greater stability, he does not mention the 
limitations of the aggregative policies which he recom- 
mends. For instance, he says that “‘a widespread and 
liberal unemployment insurance program can be an 
important factor tending to hold up personal income and 
therefore consumption during periods of declining em- 
ployment” (p. 500), but a case can be made for the view 
that under certain circumstances such a program might 
tend to prolong a major depression by stabilizing the 
downward trend over a longer period of time. Again, 
in the aggregative discussion of fiscal policy, the role of 
taxes is discussed primarily in a quantitative way, with 
but short space given to the effects of different kinds 
of taxes. (Incidentally, in considering the collapse of 
1937 the role of the undistributed profits tax is not 
explored. The study by Paul W. Ellis on the Effects of 
Taxes upon Corporate Policy suggests that this tax led 
to confusion in business planning and resulted in at 
least some curtailment of expansion.) Finally, in the 
discussion of wages rates, marginal firms, among other 
matters, are ignored. 

In starting out with the doctrine of the primacy of 
demand, the author rests the book squarely on the pre- 
vailing thought among the dominant policy-influencing 
economists whose work and influence developed in the 
political milieu which has prevailed since the middle 
thirties. The last two chapters of the book, and most 
especially the last one on the present status of business- 
cycle policy, generously reflect the views of these econo- 
mists as they have been emerging in the official publi- 
cations of government agencies. 

Since there are contrary views, those who feel that 
such views are not adequately represented are likely 
to be divided on the question whether they wish to use 
the book as a text. However, since there is much in the 
book with which everyone agrees, those who believe 
that analysis as such is useful and that policy recommen- 
dations are merely the basis for discussion will very 
likely find the book useful even if it is not what they 
would have preferred. Of course, those who agree with 
the over-all point of view should find this a first-rate 
text. Indeed, it will be found well worth reading what- 
ever one’s point of view. 


ALFRED BoRNEMANN 
Professor and Department Head 
Norwich University 


Management 


Management Controls in Industrial Research Organiza- 
tions. Robert N. Anthony, assisted by John S. Day. 
(Boston: Division of Research, Graduate School of 


Business Administration, Harvard University, 1952. 
Pp. xviii, 537. $6.75.) 
In this book, which is the result of a comprehensive 
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study of research organizations, both large and small, 
the author concludes that, ‘The central control prob- 
lem is to find the proper balance between those two 
opposing principles: direction from the top versus free- 
dom at the laboratory bench.” 

Dr. Anthony logically separates the book into four 
sections, with a liberal amount of illustrative cases used 
throughout. These parts are titled: 


Part 1. Statement of the Problem 

Part 2. Factors That Relate to the Problem 

Part 3. Report of Current Control Practices in In- 
dustrial Research Organizations 

Part 4. Case Studies of Management Control Prac- 
tices. 


Part 1 consists of two chapters which explain in 
detail the scope of the study, and the information upon 
which the report is based. It describes the organiza- 
tional structure of a typical research laboratory, and the 
various management decisions which are necessary 
before a research project is started. There are approxi- 
mately 3,000 industrial research laboratories, most of 
which are small, although a few are very large and 
complex organizations. 

Part 2 contains three short and interesting chapters, 
one of which deals with the research worker as a par- 
ticular type of individual. Research workers want con- 
siderable freedom in their work, dislike paper work 
(accounting reports in particular), and believe that the 
problems of research are the only important ones. 
Management problems, to them, are unimportant and, 
for this reason, a very good research worker may be a 
poor administrator. 

The author also stresses the difficulty of appraising 
the effectiveness of research workers or organizations 
because of the difficulty in predicting the necessary time 
to obtain an answer, what the answer will be, and what 
the costs will be. He discusses the differences between 
laboratories which contribute to making it virtually 
impossible to compare them, and reviews most of the 
factors which are responsible for this problem. 

Part 3 is a discussion of the methods used in planning 


research projects, the methods of providing funds for 
the laboratory, and the necessity of giving the research 
worker an opportunity to follow up his new ideas on 
unplanned time. There is a lengthy discussion on how 
organizations prepare budgets, who prepares them, 
and what use is made of them. The author states that, 
“The effectiveness of a budget is not what it does, but 
the influence it has on what men do.” This was the atti- 
tude of most companies included in the survey. The 
majority of them reported that there were very few, if 
any, changes made in the budget once it was prepared 
for the year. This indicates that most of them do not 
feel it is one of the important management controls, 

Progress reports seem to be the most generally ac- 
cepted means of checking on a research program. A 
majority of the companies surveyed reported that indi- 
vidual time records by projects were required; aimost 
90 percent of tuem state that these records were kept 
by the individual workers. Top management exercises 
maximum control over hiring additional personnel. 
The control over materials procurement varies with dif- 
ferent organizations; however, some formal approval is 
required by most. 

The chapter titled, “Accounting for and Checking 
up on Spending,” is a basic accounting explanation in 
hard-to-read language. There is a good chapter on con- 
trol over the purchase of equipment, but it presents 
nothing new or special for research organizations because 
the problems are basically the same as those pertaining 
to capital assets in any business. In a chapter titled, 
“Control Practices in a Well Managed Laboratory,” the 
author pictures an organization of 125 people who follow 
all of the control practices which he has discussed in 
Part 3. He has done a good job on this chapter and it 
could be used as a guide by any company starting to set 
up a research laboratory. The author concludes the book 
in Part 4 with case studies of several different labora- 
tories. 

WALTER S. MuNSsON 

Marine Equipment Division 
Minneapolis-Honeywell Regulator Company 
Seattle 


Statistics 


Charting Statistics. Mary Eleanor Spear. (New York: 
McGraw-Hill Book Company, Inc., 1952. Pp. xii, 
253. $4.50.) 

The ten short chapters of Charting Statistics have a 
twofold purpose: (1) to assist in devising suitable charts 
for different audiences, and (2) to aid in preparing chart 
sketches and instructions for the draftsman or artist. 

The introductory chapter treats the following: select- 
ing the message; type of charts; analysis of audience; 
instructions to draftsman; equipment; and evaluation. 
The entire chapter consists of only 12 pages, including 
11 tables and figures. The important subject of selecting 
a message receives but 17 lines which are limited to two 
accompanying figures. The section on instructions to 
draftsman is more adequate, but the section on equip- 
ment does little more than state the need to “know the 
equipment and skills of the drafting room.” The final 


section of this chapter dispenses with “evaluation” in 4 
scant paragraph containing six lines of questions. This 
hurried treatment of important points is of course no 
more than an outline to be filled in by a competent in- 
structor and/or reference to more complete material. 
Mere mention of terms such as airbrushing and silk- 
screen process is insufficient for the beginner. 

Chapter 2, “Planning the Chart,” contains much 
good information on matters of chart size, proportions, 
lettering, lines, symbols, scales, and style. This chapter 
is perhaps the most useful for beginning students. 

Chapters 3 through 8 deal quite effectively with vari- 
ous types of charts. These chapters abound with illus- 
trations, containing about 130 of the 170 odd figures 
which are included in the text. Charts were well se- 
lected for illustrative purposes, although a preponder- 
ance were drawn from government rather than industry 
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sources. A very attractive feature of the text is the place- 
ment of figures and accompanying narrative on the same 
page or on facing pages in the majority of instances. In 
order to preserve this arrangement, many pages con- 
taining only a few lines of narrative were placed in a 
facing position to a full page chart. This reviewer heart- 
ily endorses this layout plan, but wishes that the author 
had utilized the space to further discuss the strengths 
and weaknesses of specific charts. 

Chapter 9, “Exhibits,’’ and Chapter 10, “Duplicat- 
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ing, Color, Television,” suggest the tremendous poten- 
tial of graphic presentation. Undue brevity is again a 
weakness. At this point the reader is thankful for a book 
containing many excellent illustrations, but regretful 
that author Spear did not impart more of her fund of 
knowledge. 

Kermit O. HANson 

Associate Professor of Business Statistics 

University of Washington 


Taxation 


The Federal Taxing Process. Roy Blough. (New York: 

Prentice-Hall, Inc., 1952. Pp. x, 506. $5.00.) 

This book constitutes a major contribution in the 
field of tax policy, legislation, and administration. Roy 
Blough, long in the public service and now one of the 
President’s economic advisors, has provided for tax 
students as well as for accountants both public and 
private an absorbing analysis of the origins, develop- 
ment, and practical effects of Federal-tax—especially 
income-tax—legislation. It is not a book of opinion on 
the worth of the laws now on the statute books. The 
author for the most part wisely refrains from injecting 
his own conclusions on controversial issues that by one 
process or another have found their way into the law or 
are currently being proposed for future legislation; in- 
stead he presents an orderly account of arguments pro 
and con. Social scientists, states the author—and he as- 
suredly is one—never attain an unbiased stage in their 
thinking, and “are inevitably influenced by their [own] 
interests and values.” 

Five sections comprise the volume, all closely inter- 
related. In the first section the author summarizes the 
origins and general character of “‘clashing opinions” and 
the problems of the Congress when the drafting stage 
has been reached and a choice must be made from the 
welter of conflicting theories and the insistent demands 
of tax lobbyists. The second section deals with the de- 
velopment of government tax policy—legislative, ad- 
ministrative, and judicial. Federal budget practices that 
determine the general level of tax rates are next con- 
sidered. What constitutes the public interest in tax 
legislation, particularly the considerations leading to 
the spread of the tax burden as between classes of tax- 
payers, is dealt with at length in section four. The final 
section, largely a summary of what has preceded, evalu- 
ates tax policy, past and future, in terms of the national 
economy. 

A good deal of the descriptive matter in the book pro- 
ceeds from the author’s first-hand experience as a tax 
expert. A “tax expert” he defines as “a government em- 
ployee who specializes in taxation and does not hold a 
Political post.” For eight years the author was the direc- 
tor of tax research of the Treasury—a position that drew 
him into daily contact with the other “experts” of the 
Government not all of whom, however, he would qualify 
a8 possessing any marked degree of “real expertness.”’ 
Although his book is largely silent on his own connection 
with the legislative process he appeared frequently be- 
fore Congressional committees and his influence and 


judgments carried both weight and conviction. In the 
book he conducts the reader through the maze that leads 
eventually to the establishing and enactment of tax 
policies, the drafting of regulations, and some of the 
problems and headaches of day-to-day enforcement. 
Accountants whose work brings them into contact with 
the Tax Court and officials of the Income-Tax Unit will 
gain from the book a new perspective of the tug-of-war 
that of necessity goes on behind the scenes. 

In chapter 13 the author lists and briefly outlines the 
significance of 67 “major issues” underlying Federal 
taxation that have as yet been imperfectly solved. They 
include all those in which this reviewer has had an in- 
terest, and their present status with respect to existing 
legislation and the desires of special interests is well 
summarized. 

The final chapters of the book are devoted to the eco- 
nomic, social, and psychological consequences of income 
taxation. Effects of high income taxes on the supply of 
savings, the character of investments made from such 
savings, and the productiveness of management whose 
contributions to the economic process are alleged to be 
substantially reduced by progressive rates of taxation 
are examples of the deeply rooted questions on which 
each special interest will continue to have its own opin- 
ion, surcharged for public display, one suspects, more 
often with emotional bias induced by plain greed than 
by any consuming interest in what constitutes the na- 
tional welfare. The author’s admirable calmness in pre- 
senting the several sides of such involvements, ideologi- 
cal and otherwise, appears to be broken only once— 
when he somewhat surprisingly asserts that “the general 
direction of the effects of taxes on the managerial func- 
tion seems to be clearly toward decreasing its efficiency.” 
This reviewer has been unable to observe any such ef- 
fect, notwithstanding occasional observations of those 
who hire managers that taxation is a principal restraint 
on the acceptance of larger degrees of authority in exec- 
utive ranks. Taxes are blamed for very nearly every 
weakness in the response of man to his environment. In 
this instance, however, the general contentment of po- 
tentially strong executives with posts of lesser impor- 
tance has little or nothing to do with taxation. This re- 
viewer can cheerfully agree with Professor T. H. Sanders 
(who is quoted by the author) when he concludes—after 
a recent study of the question—that the effort put forth 
by the business executive is in no way affected by high 
taxation. 

This book deserves a careful reading by the public 
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accountant and his staff—the general staff as well as the 
tax staff. The rich background of information supplied 
by the author cannot fail to enlarge the accountant’s 
horizons even where his work has carried him far into 
the field of taxation and has exposed him to the prob- 
lems of analysis and negotiation. The book will also 
serve well as a basis for a graduate course in tax policy. 
E. L. 
Chicago 


Taxation and the American Ec y, an Ec ic, Legal, 
and Administrative Analysis. William H. Anderson. 
(New York: Prentice-Hall, Inc., 1951. Pp. xxi, 598. 
$6.00.) 


This well-balanced treatise has been developed to use 
in a course on the taxation aspects of government 
finance. The study is an analysis of each of the various 
types of taxes and taxation policies found in the several 
states and in the federal government. 

As an introduction, the author discusses the im- 
portance of taxation for our modern industrial society 
as compared to the part taxation played in previous 
years. American government has taken on greatly ex- 
panded responsibilities which have brought greater 
need for formulating scientific tax principles, working 
out sound tax policies, and adjusting the tax load. These 
responsibilities must be considered from the points of 
view of both public economy and private economy. 

Before a tax student or layman can proceed very far 
in the subject of taxation he must be familiar with the 
legal and constitutional bases. In the United States, the 
limitations will tend to be: (1) constitutional limitations 
upon the federal government, (2) federal limitations 
upon state and local governments, and (3) state con- 
stitutional limitations upon state and local governments. 

In considering the economic basis of taxation, we find 
that we are faced with the questions of who pays the 
taxes and of why some people are able to shift the 
burden of taxes to others. The author has developed 
several principles which will serve as guideposts in 
analyzing the shifting and incidence of the various types 
of taxes. It appears that the extent of-shifting will cen- 
ter around: (1) the type of tax imposed, (2) cost condi- 
tions in the industry, (3) the extent to which the in- 
dustry is competitive or monopolized, and (4) the nature 
of the demand for the product. 

The role of administration in taxing has become im- 
portant. In addition to providing greater tax equity and 
fairness, good public relations must be developed to 
collect the necessary revenue for governments with the 
minimum of friction and ill-feeling. Administration must 
then attempt to improve the law and raise the morale 
of the taxpayers. 

The author then discusses the various types of taxa- 
tion which are found in the various governments within 
the United States, covering property, income, inherit- 
ance, business and special business, use, motor vehicle 
and highway, natural resources, social security and poll 
taxes. With respect to each of these types of tax systems, 
the economics of the tax, the administration connected 
therewith, some of the particular problems, and the 
limitations of the system are discussed and criticized. 
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An attempt is made to show to what extent the tax cay 
be used to obtain funds and how a tax can be used tp 
accomplish other purposes. Taxation may have such 
objectives as restraining undesired practices, increasing 
the national income, stabilizing the economy, maip. 
taining high-level employment, encouraging invest. 
ment, and increasing the flow of consumer purchasing. 

The economics of the various types of taxation yi 
also vary in periods of prosperity, depression and in way. 
time. The author develops the problems that are e. 
countered in the various periods and arrives at a cop. 
clusion as to the procedure which should be followed in 
each instance. 

This study should be valuable as a non-techniq} 
introduction to the field of taxation and its effects upon 
the economy of the American people. Accountants 
should find the work an aid in developing a critical at. 
titude toward taxation, and perhaps in taking leadership 
in promoting sound policies in relation thereto. 

Frep E. ROEDGER 
Assistant Professor of Accounting 
Western Reserve University 


C.P.A. Questions and Solutions in Taxation. Howard A. 
Rumpf. (New York: Prentice-Hall, Inc., 1952. Pp, 
x, 335. $4.25.) 


Here are 234 questions and problems in federa. in- 
come and related taxation, selected from various C.P.A. 
exams of the last 20 years but mostly from recent uni- 
form A.I.A. examinations. The material is classified 
under the usual course headings starting with Gross 
Income Inclusions and Exclusions and ending with Social 
Security Taxes, Estate and Gift Taxes, and Miscellaneous, 
Solutions follow immediately after each question or 
problem; they seem to be well written and well con- 
sidered, and are referenced to code, regulations and 
cases. “Current” (195?) answers are given regardless of 
the date of the question. There is a good index. 

Of course some of the answers in such a book are soon 
dated, but most of them will probably not be of that 
nature, and the questions and problems like the C.P.A. 
examinations in general, are recurring and well worth 
review. The book will find its greatest usefulness in the 
last stages of preparation for the exam, for which pur 
pose it will be convenient and worthwhile. It is a good 
job in its field. 


AMC. 


Tax Systems, 13th edition. Commerce Clearing House, 
Inc. (Chicago: CCH, 1952. Pp. 528; $17.50.) 


The publishers quite correctly refer to this standard 
reference work as “a rich mine of tax facts.” In chart 
form on 94 by 124 pages, the book uses a uniform indez- 
ing system for all jurisdictions and covers all forms of 
taxation—franchise, income, property, chain store, 
cigarette, public utilities, etc., etc. The first section is set 
up by states, explaining the various taxes imposed by 
each. Then comes a section, on different-colored paper, 
set up by taxes and showing the various state provisions 
in comparative form. There follows a 60-page statistical 
section on tax yields, mostly covering the years 1945- 
1951, and a page of collections converted to 1941 dol- 
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lars. Finally there are 160 pages of tax charts on 50-odd 
foreign countries. 
This is CCH’s familiar “Tax Systems of the World,” 
a really stupendous piece of continuing research and a 
yolume that should not be omitted from a tax library. 


Effects of Taxation: Depreciation Adjusiments for Price 
Changes. E. Cary Brown. (Boston: Division of Re- 
search, Graduate School of Business Administration, 
Harvard University, 1952. Pp. xiii, 161. $3.25.) 


The ever-rising plateau of prices in this era of infla- 
tion has given impetus to the search for more accurate 
methods of measuring business profits than those that 
are available under the existing conventional accounting 
practices. E. Cary Brown, in continuing the Harvard 
series on the effects of taxation, examines and evaluates 
the several methods proposed of making adjustments in 
depreciation with the view of reflecting replacement- 
costs rather than historical-costs of the capital assets 
used in business enterprises. In addition to the pur- 
ported scope of his work, the author subjects to critical 
review the suggested methods and actual attempts that 
have been made in the effort to measure the progress of 
business enterprises by other than conventional ac- 
counting standards. Many of the reviewed proposals, 
however, were put forward primarily not because of 
contemplated tax benefits but for the purpose of solving 
other pressing problems created by inflation. 

E. Cary Brown is associate professor of economics at 
Massachusetts Institute of Technology. In this book he 
develops his complicated subject in painstaking detail 
and presents a penetrating and scientific analysis of the 
economic and social implications of the attempts to 
change the existing pattern of depreciation practices. As 
the result of his searching examination he arrives at the 
conclusion that the historical-cost depreciation reflect- 
ing the accountant’s traditional concept, is more equita- 
ble and more desirable than replacement-cost deprecia- 
tion for tax determination. There is no conflict between 
the historical-cost basis of depreciation and the special 
acceleration deductions permitted for tax purposes un- 
der existing Treasury regulations. While such provisions 
at present apply only to certified emergency facilities, 
perhaps some formula can be devised to extend the ac- 
celeration principle to other depreciable assets in order 
to assign a proportionately higher part of the deprecia- 
tion costs to inflationary income. 

The author’s work is in somewhat heavy prose, which 
at times is difficult to follow but the book certainly 
merits the careful perusal which is necessary to compre- 
hend the technical presentation of the several topics. 
The serious reader will be rewarded by the skillful inter- 
pretation and analysis of the practices and methods un- 
der review. While many professional accountants and 
economists will probably disagree with Professor Brown 
they may have to resort to considerable mental gym- 
nastics to refute the soundness of his logic. 

In the first chapter entitled “Introduction and Sum- 
mary” the author states the problem and submits the 
findings disclosed by his study in concise form, while the 
test of the book is devoted to detail analysis of the com- 
ponent parts of this intricate subject. Professor Brown’s 
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conclusions will not be greeted with much enthusiasm 
by the advocates of special treatment for purposes of 
income-tax relief based on the replacement-cost theory 
of depreciation. The author asserts that the allowance of 
replacement-cost depreciation for tax purposes would be 
inequitable inasmuch as it would favor the owners of 
depreciable property as opposed to the owners of finan- 
cial assets. He holds that if there is merit in the conten- 
tion that the increment in the money value of deprecia- 
ble assets is to be excluded from taxable income, then 
the owners of financial assets who suffer a shrinkage in 
the real value of their holdings are likewise entitled to 
comparable relief. By following the fiction that mone- 
tary income is the same as real income, our present 
method of taxation may be considered equitable to the 
extent that both financial and depreciable asset owners 
are treated alike more or less relative to their real posi- 
tion. 

The failure in equity of our existing concept of taxa- 
ble income may be found in the lack of provision for the 
adjustment of debt. The person who goes into debt to 
finance the acquisition of property will find his real 
worth increased in a period of inflation. However our tax 
system persists in the fiction that the owers of debt, like 
the owners of depreciable and financial assets, have ef- 
fected no change in their real position. This defect, the 
author points out, is in no way remedied by any of the 
proposals submitted by the proponents of replacement- 
cost depreciation. 

Aside from questions of equity, the change to re- 
placement-cost depreciation for tax purposes, according 
to the author’s findings, would act as an unsettling in- 
fluence on the nation’s economy inasmuch as less taxes 
would be collected in boom times making more cash 
available for machinery, equipment, dividends, etc., 
thus contributing to the inflationary pressure. As an off- 
set to the tax effect, however, the use of replacement- 
cost depreciation for book purposes would operate in 
favor of economic stability by reducing fluctuations in 
profits, business outlook and investments. 

All the suggested proposals for taxation based on re- 
placement-cost depreciation contemplate the use of 
some sort of an index for the measurement of price 
changes. In perhaps the most effective chapter of the 
book “The Price-Index Problem” the author points out 
that up to the present time, there has been no single 
price index published which would measure replacement- 
cost depreciation accurately for all owners of capital 
assets. As the prices of construction and machinery do 
not necessarily move together, several indices would 
have to be used in order to avert greater tax discrimina- 
tion between different enterprises than that which exists 
at present. But the use of several price indices will still 
not bring equity or accuracy. Taking as an example a 
price index for machinery and equipment, the index 
shows in 1942 an over-all increase of 9% since 1929. 
At the same time, however, industrial machinery rose 
18%, construction machinery 30%, while electrical ma- 
chinery dropped 12% and office machinery 7%. Short 
of the use of a separate index for each business adjusted 
to its special condition, the inequities between the hold- 
ers of different types of capital goods can not be elimi- 
nated. In further amplification of his objections to the 
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reliability of price indices Professor Brown emphasizes 
the failure of such indices to provide for quality changes. 
It is undeniable that an improved product, for example, 
a machine with greater capacity, sold at the same price, 
is tantamount to a price cut, but such price differential 
will not be disclosed by a price index. 

The adoption of price indices for income tax purposes 
may prove to be a boomerang to business interests. Like 
other statistics, a price index can also be manipulated 
to yield a desired result. Through political maneuverings 
it may give government additional power to control 
business enterprise. 

Within the past few years, the accounting profession 
has devoted considerable thought to the advisability of 
reflecting the inflationary price-level changes in finan- 
cial statements. If the gap between monetary and real 
income continues to widen it might become imperative 
that a method be devised which will accurately disclose 
the economic profit as well as the real net worth in the 
financial reports prepared by the accountant. One of the 
major weaknesses in the case put up by the replacement- 
cost depreciation advocates is their attempt to limit the 
recording of price-level changes solely to the computa- 
tion of business income by reducing the monetary profit 
with an amount that is deemed to be equivalent to the 
difference in money between historical depreciation and 
the replacement-cost formula. There is no attempt to 
reflect the changes in the value of the depreciable capital 
assets which are similarly affected by the in‘ationary 
spiral. 

Professor Brown has delved into a highly controver- 
sial economic problem. The reviewer in discussions was 
benefited by the opinions of Messrs. L. C. Roth and 
A. C. Schneider in this review. 

BERNARD S. ROpDEY, JR. 
Lecturer 
New York University 


Effects of Taxation—Corporate Financial Policy. Dan 
Throop Smith. (Boston: Harvard Business School, 
1952. Pp. xii, 301. $3.75.) 


The effect of federal taxation policies on the flow of 
investment funds into business has become a most con- 
troversial issue. The present volume is the fifth of a se- 
ries based on a study of the effects of taxation being 
conducted by the Harvard Graduate School of Business. 

Although a definite conclusion is not reached, the 
author has rather successfully accomplished his pur- 
pose which was to “‘present an appreciation of the com- 
plexity of thought and action in an area which has 
sometimes been described as though it were subject to 
simple logical analysis from universally accepted prin- 
ciples” (page v). 

The book is divided into two major sections. The first 
deals with the problem as it affects ‘“‘widely owned cor- 
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porations.” The second covers the “closely cont 
corporations.”’ While the order of topics is not unifs 
in each section, the author has presented the “tax 
for each of the principal forms of financing an enter 
debt, preferred stock, common stock and retainede 
ings. He then compares the effect of this tax cost agai 
such factors as dilution of control, dilution of eary 
marketability of the security, and valuation of the 
mon stock. If any conclusion is drawn it is that w 
there may be a tax advantage in using debt fin 
that advantage may be offset by one or more of} 
other factors listed above. General statements tg 
effect that the present rate of federal taxation de 
mines the type of security used in corporate fir 
are not based on a sound investigation of the fact 
a factor but not the sole determining factor. 

Chapter V, the last one in the section on 
owned corporations,”’ supports this conclusion t 
a series of quotations from stockholders meetin 
annual reports of corporations together with a fair 
tailed analysis of two actual illustrations. 

Chapter VI discusses the effect of taxation on 
mining the type of organization to use in establi 
business and its effect on decisions to shift from on 
of organization to another during its life time. 
followed in chapter VII with a discussion of the effegf 
taxation on the capital structure of the new corpa 
when this form of organization has been selected. 
chapters VI and VII are related to the closely cont 
type of business organization and tend to point 
emotional rather than rational thinking tend toa 
the taxation factor to be over emphasized in m 
ganizational and financial structure decisions. 

In analyzing the effect of taxation on decisions 
tain earnings for the purposes of expansion, the 
emphasizes the influence of taxes on the major sta 
holder’s personal earnings. He points out that in “¢ 
controlled corporations” and in corporations in 
stockholders in high income brackets are active ing 
termining management policy, there is a distinct 
ency to retain earnings. It may be felt that a dist 
tion of earnings at a later date through dividends @l 
liquidation may have the advantage of lower individ 
tax rates. Once again it should be noted that then 
factors other than the effect on an individual’s pe 
tax which enter into management’s decision to 
earnings for expansion rather than to distribute iim 
as dividends. 

The author has presented a most unbiased an 
this subject. The volume is well written and sh 
on the reading list for any course in corporate m 
ment and policy development. 

Orvitle H. PALMER 

Assistant Dean 

College of Business Adminis 
Marquetie University 
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